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Chapter 1 


INTRODUCTION 


The fundamental questions of political economics are "What 
part does the government play in the economy? What part 
should it play? How well does it do what it does?" 
Questions this big do not have simple and straight-forward 
answers (Alt and Chrystal, 1983, pe 3). 

1.0 FOCUS AND APPROACH 

In this study I focus on the arguments made in support of some form of 
government action. These are arguments why such action ought to be taken or why 
some public policy ought to be retained and modified to make it more effective 
from the point of view of its proponents.~ These arguments, by definition, are 
based on value judgments. They are not designed to predict behaviour, but to 
alter it by persuasion. Of course, persuasion also depends on appeals to 
emotion as on logical argument buttressed by facts. This 1s particularly “che 
case where individuals or groups are seeking government action to alter the 
distribution of income or wealth. 

For some, the term government "intervention" is an emotionally loaded term 
implying that the absence of government actions in a market economy is the ideal 
social arrangement. Therefore, any action by government amounts to "unnatural" 
intervention in what is held to be a smoothly functioning situation. yet the 
strongest proponents of a "vyirginal" market economy often ignore the fact that 
two of the foundations of a universal market economy, the institution of private 
property and the enforcement of contracts, require government intervention. 
Posner (1981, pp» 120, 121) suggests that 


Truly limited government has only ‘one cunction "== *ro 
assure physical security in both its internal and external 
aspects .-. Without some minimal internal public order, 
community welfare would be diminished. 


Life without a government to protect the security of the individual and to 
define and enforce property rights would be neither just nor efficient. Rather 
it would be, like Hobbes' description, “poor, nasty, brutish and short". The 
proponents of extreme versions of laissez-faire (e.g., Nozick, 1974), in 
emphasizing the importance of individual freedom, ignore the fact that 
government action can both constrain and effectively enlarge the individual's 
freedom. 

Because the phrase 'government action" is more neutral than "government 
intervention”, .I. shall trys to vse ie An sthis sstndy.. Tf. the latter 15. used, 
however, the reader should not assume it has a pejorative meaning. 

The number of arguments for a government to take a particular action to 
alter economic behavior are more numerous than the number of voters. I believe, 
however, that they can be grouped into three categories: 


(1) Actions by government to improve the efficiency with which society's scarce 
resources are allocated by remedying various market failures (Chapter 2). 


(a) Public Goods 

(ob) Externalities 

(c) Imperfect Competition and Market Power 
(including natural monopoly) 

( d) "Destructive Competition" 

(e) Failure in the Assignment of Property Rights: 
Common Property Resources 

(£) Imperfect Knowledge (Uncertainty) 

(g) Transaction Costs 


(2) Actions by government designed to alter the distribution of income, wealth 
or consumption opportunities (Chapter 3). 


Utilitarianism 

Meeting Basic Human Needs 
Eliminating/Ameliorating Poverty 
The Presumption of Equality 
Justice as Fairness 

Equality and Meaningful Choice 
Deservingness or Desert 
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(3) Actions by government to create rights and thereby remove certain things 


from the market exchange process (Chapter 4). 


This study is one of three prepared as background material for the author's 
testimony as part of Task A of the second phase of the work of the Ontario 
Commission of Inquiry into Residential Tenancies. See Stanbury (1985) and 
Stanbury & Thain (1985). Task A was concerned with understanding the possible 
objectives of rent regulation as it does or ought to exist in the province of 
Ontario. 

Preparation for the testimony on the normative arguments of rent regulation 
in Ontario proceeded in two stages. I began by reviewing the normative bases 
for government intervention to influence economic activity in general. The 
results of this work are reported in this volume. It provides the analytical 
framework for the discussion of the normative bases of one type of regulation in 
one jumisdiction, rent” regulatiom “in? theM@province) “of ~Ontario”-rsee “Stanbury 
(1985). 

Why is this approach useful? First, an examination of the normative bases 
of all types of government intervention in the economy provides a general 
framework within which to analyze a specific DUDLIC~ pOLLrey. An analytic 
framework that is larger and more general than the case at hand provides both 
perspective and a basis of comparison. Tiere is**a~dangerk in* analyzing a 
particular type of government action in isolation from other policies and from 
the bases of government action in general. The "uniqueness" of the problem may 
be exaggerated. What appears to be a special case may really, under a different 
label, be part of a much larger category about which we have both more theory 
and empirical evidence which may be brought to bear on the problem at hand. As 
I indicate in my study, The Normative Bases of Rent Regulation, despite the 
special terminology and particular issues, the arguments put forward in Ontario 
in support of rent controls are really a subset of the arguments for government 


intervention in general as discussed below. 


Second, and more importantly, in light of the size and importance of 
government in the Canadian economy, it behooves us to inquire more closely into 
the normative arguments for government action in general. The evidence is clear 
that Canadians have a strong preference for government action in their economy. 
For example, Howard and Stanbury (1984) show that: 

° Expenditures by all levels of government jointly amount to over 45% of 
GoN.Ps «in Gonstant. 197 lo dollars. Transfer expenditures (i.e., purely 
redistributive payments) now exceed exhaustive expenditures. Governments 
collectively employ about one-quarter of Canada's employed labour force, 
more than one-half of whom work for Crown corporations. 

° Government regulation is ubiquitous. About, 30% of G.NJP. 1s subject to 
direct regulation (price and/or entry controls) of varying degrees. 

. Federal "tax expenditures" or statutory exemptions, deductions or tax 
Credits, if they were paid as subsidies, would increase _ federal 
expenditures by about 50%. These tax expenditures are heavily biased 
toward higher-income families. 

° There are over 400 federal Crown corporations (including subsidiaries) and 
over 200 provincial Crown corporations (excluding subsidiaries). 
Thirty-nine of these firms were among the 500 largest non-financial 
enterprises in Canada in 1983. All federal Crown corporations now have 
more employees than do federal departments. 

e Federal and provincial governments hold voting shares in over 300 mixed 
enterprises. These equity investments by governments amount to about 7.5% 
of all, equity. capital.in Canada... See, Bliord and; Stanbusy (19285). 

° Loans and loan guarantees by the federal and provincial governments 
represent an important source of financial capital in several sectors, 


e.g-, housing, agriculture and export financing. Substantial subsidies are 


Howar 
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often embedded in these loans/guarantees -- one estimate put the amount at 
about $1 billion in 1979. This figure does not include the more recent 
“bailouts”. 

Although it is hard to document precisely, there is evidence that 
governments treat certain privately-owned firms as "chosen instruments" of 
public policy, e.g., Dome Petroleum, Nova Corp, Mitel Inc. The longer-term 
implications of this approach to government intervention are not clear. 
Finally, there is evidence that the federal government is making greater 
use of suasion to effect its purposes without resorting to more coercive 
governing instruments that require legislation, e.g., the "6 and 5" program 
1982=84,)0 and ‘theme ffor ts\*ro WinducenJapand tort wo lintariiyrrrrdstr reevats 
export of cars. See Stanbury & Fulton (1984). 

d and Stanbury (1984) conclude that "Canada has become a government-centred 
cere It is essential, therefore, to understand the normative bases of 


nment action in general. 


POSITIVE THEORIES VERSUS NORMATIVE ARGUMENTS 


(Lo7 sme. 58s) notes’ that 


according to conventional dogma, there are two kinds of 
theories of human behavior: descriptive (or behavioral) 
theories that purport to describe actual behavior of 
individuals or social institutions, and prescriptive (or 
normative) theories that purport to describe optimal (or 
desirable) behavior. In many ways, the distinction leads 
to an intelligent fruitful division of labor in social 
science reflecting differences in technique, objectives 
and professional cultures. 


I define the normative bases of government action as propositions advanced 


to indicate why and under what conditions it is desirable for society to take 


collective action in the form of government intervention to influence the 


economic behaviour of private sector actors. 


Positive theories, on the other hand, are explanations of government 
action designed to be objective and without normative premises. Such theories 
attempt only to explain and/or describe, but not to evaluate according to 
normative criteria. See Stanbury & Thain (1985). Positive theories of 
government action are concerned with what is rather than what ought to be. 
There is a difference between saying what is the case; what ought to be the 
case; and what is necessary or instrumentally useful given what ought to be the 
case. To go. from the first to. the second, or thirds statement. requiresmsone 
normative premise on which to predicate the subsequent normative proposition. 
"Positive analysis examines what transpires independent of and as a necessary 
prelude to judgement and evaluation" (Samuels, 1978, pe. 62). 

In the public policy context the emphasis in positive theories is on 
explaining why new legislation was enacted or why an existing policy was altered 
in a significant way. There is also an emphasis on predicting what is likely to 
occur under certain conditions. No consideration is given to whether or not the 
government action is desirable in some sense. In general, positive theories of 
government action tend to focus on political factors. Therefore, the role of 
interest groups, the motivation of politicians and the behaviour of marginal 
voters (or voters in marginal constituencies) are central in positive theories 
of government intervention. See Stanbury & Thain (1985) and Hartle (1984). 

This conventional distinction between positive and normative analysis can 
be somewhat illusory and reflects the fact that "economists have a rather guilty 
conscience about values" (Evans, 1982, pe 454). The: <arstinction@e ican . be 
illusory, because, as Evans (1982, pp. 454-55) reminds us, the analysts' values 
enter into positive theories as a preanalytical cognitive act: "What we choose 
to study, how we define the essential properties of the objects of analysis, and 
what we think are their Signist vicars, as opposed _ to incidental, 


inter-relationships, all depend on our value system." Moreover, "positive 


analysis in practice always embodies a number of simplifying assumptions, 
empirical judgments, and often just plain guesses, to move it across the gaps in 
which empirical evidence is missing, or more commonly ambiguous. tn - his 
process, of course, value judgments play an inevitable role." Therefore, in 
proposing and testing positive theories, the careful analyst ought (a normative 
proposition in itself) to make the judgmental aspects evident and to make his 


(or her) judgments as explicit as possible. 


330° OBJECTIVES VERSUS’ EFFECTS 

It is important to distinguish between the objectives of a public policy 
and its effects. I ‘use the word ’“objectives”™ to refer tovthe “intended effects 
or desired results of government action. For example, the objectives of rent 
regulation may include keeping rent levels below the level that iwould Sccur we 
the private market was allowed to operate freely. A particular system of rent 
regulation may or may not hold rents below the market-clearing level. That is 
an empirical question. Moreover, if regulation does achieve the objective of 
holding rents below the market-clearing level, it may produce other effects 
ignored or unanticipated by the proponents of rent regulation. 

While this study focuses on the normative bases of government action in 
general, it is useful to think for a moment about the concept of the effects of 
public policies. For example, I agree with Page (1983, p. 208), who argues that 
to understand the effects of government actions we must think in a general 


equilibrium fashion. 


It is not adequate to view government actions as tacked 
onto the private economy, simply adding to or subtracting 
from what the market does. Government actions themselves 
affect the "private" behavior of individuals and firms as 
they make choices about work, savings, production, 
investments, and even living arrangements and family 
life. These choices, in turn, affect other "private" 
choices and reverberate throughout the economy so that the 
net long-run impact of a government policy may be quite 
different from its apparent short-run effect. 


Moreover, the time when the effects of government intervention will occur 
need to be specified. First, we must distinguish between short run effects and 
long run effects. In real time, the latter period refers to the time it takes 
for existing contracts to ,expire and new ones to. be .made, ie, sald gelactors 
pecome variables. In terms of a production process, there are no fixed costs. 
The long rcun xcefers to the. changes that will occur over time asa new 
equilibrium is reached, barring further exogenous shocks. 

Second, we must recognize that a policy is dependent upon the set of 
conditions in which it is embedded. Therefore, «initiakly.atpol icyachange may 
produce effects quite similar to the objectives its instigators intended. 
However, the same government action may produce quite different effects (even 
contradictory ones) with the passage of time. This) 1S¢ notes lmplysawmattera ot 
short run versus long run effects. Rather, the set of conditions (economic, 
social, political) in which the policy is embedded changes. Hence the effects 
it produces change. See, for example, the discussion in Stanbury & Vertinsky 


(1985). 


4.0 PROBLEMS IN UNDERSTANDING THE NORMATIVE BASES OF GOVERNMENT ACTION 

The most important reason for inquiring into the normative bases of 
government action lies in the nature of attempting to employ a rational approach 
to decision making and policy formulation. AS! Quades (1975 sup. Oberon tseuoue, 
"1£ a study is to analyze all aspects of a decision problem, it must include the 


following: 


l. AN »anvestigation of «what itis» thea«decision-makérs seeks! Ato 
ACCOMP Li1sh se. 

Ze A search for alternative ways of achieving the objectives...; 

cin A full comparison of the alternatives in terms of their impacts...; 

4. A consideration of all significant aspects of the problem....3 \[and] 


ie An interactive approach... %. 


But the analysis of objectives necessarily requires one to inquire into 
values and ultimate goals -- a task that is fraught with difficulty. The 
normative bases of many public policies are often vague or ill-defined. Vague 
legislative rationalizations are offered because the legislative decision 
involves the aggregation of conflicting preferences, and because legislation 
recognizes that there may be changes in the importance of the interest groups 
POLeCreGlsLbDyYis ave public “policy. Tie "tendency vs’ [on™ Legislators’ toy “stare 
objectives as broad statements of direction, rather than as a precise target. 

The’ fact that public’ policies are vague or ill-defined: reflects the "full 
richness of the> political ‘problem" (Hartle,, 1979, ‘p.°26).° The problem is that 
even with "motherhood" statements, "goals are not independent of each other 
[e.g., full employment and price stability] nor of other goals; [and] voters are 
not indifferent about who will obtain the benefits and who will bear the costs" 
of achieving such goals (Ibid.). Tt may bei Easier for conflicting interest 
groups to agree on an action than it is for them to agree on a statement of 
purpose. 

Any “analysis of “the» goals “of lapiece™of Pegislation “(and ‘the policy~of 
which it is a part) must be cognizant of the possible differences between stated 
objectives and "true" objectives. For the most part, we are forced to work with 
the public statements of politicians, bureaucrats, academics, and interest 
groups. To only a limited extent can we verify such statements with reference 
to observed behaviour. But statements about the normative bases of a government 
policy may not closely coincide with either the administrative behaviour of the 
agencies which implement the legislation @ér ivthe  dctuali effect (s)" eof’ >the 
legislation in practice. There are simply too many actors and too many 
intervening variables to determine the linkages precisely. 

However, Stigler (1982) argues that where a policy has been in place for 


come’! ime bitived, eke? effects Maré m known)? it Cis reasonable to infer its 


objectives from its effects. He argues that politicians both understand and 
implicitly endorse the consequences of long-standing policies that appear -- to 
economists and other policy analysts at least -- to be perverse in that they 
reduce the economic welfare of the nation as a whole. The Nobel Laureate in 
Economics points out that "if such policies were adopted in ignorance of their 
effects, we would be hard put to explain their form as well as their duration." 
With respect. to the form of rent. ceilings, he refers to.the controls. over 
conversions and demolitions, the exemption of new construction from the ceilings 
and the rights of tenants to sublease controlled dwellings. (Fotmwias mare 
detailed discussion; of » the’ ,significance-,of, the «elements.,.of, sa, scent wcontre. 
system, see Stanbury & Vertinsky (1985).) Stigler (1982, p. 14) puts the point 
strongly when he says, "I believe that if we look at any important economic 
policy of the state, we shall find that it takes account of whatever established 
knowledge economists possess, and perhaps some we do not yet possess." 

iethe «Canadian casey We Canmwipointy ito the. tard f. Theoretically and 
empirically the evidence of the adverse economic consequences of tariff (and 
non-tariff) carriers is overwhelming. Stigler says politicians--even if they 
won't admit it in public--know that aggregate welfare is reduced by tariffs, 
import quotas and the like. However, the local or regional benefits of 
protection tare both. chear and..concentrated, while thescosts anes quite widely 
diffused and--because they are largely opportunity costs--unseen by those that 
bear them. 

The imperatives of politics often produces policies that diminish 
allocative efficiency because for politically effective groups there is more to 
be gained by redistributing income via government action than in gaining one's 
proportionate share of a more rapidly rising national income. While economists 
have been obsessed with economic efficiency. of. public, policies, politicians 


(those who make the decision to intervene) are naturally concerned with gaining 


and maintaining electoral support -- see Stanbury & Thain (1985). Hence they 
can continue to embrace a policy that is economically inefficient (reduces the 
nation's income below what it would be in the absence of the policy, all other 
things being equal), knowing it to be so. They do so, because it is politically 


€fficient to do’ sov(see Trebilcock et al., 1981, »1982). 


5.0 AN OLD ISSUE 
Discussion of normative bases of government action are as old as the idea 
of government itself.- For centuries such discussions were a staple in the work 
of philosophers.> One of the earliest analyses by an economist was that of Sir 
William Petty over 300 years ago. In his Treatise on Taxes published in 1662, 
Petty identified several "Public Charges of a State", that is, activities: that 
should be performed by government. He lists the following responsibilities of 
the national government: 
a) "Charge of the Militia", i.e., "Defense of the State by Land and Sea, 
OF its! “peace” ats home and" abroad, “andtalsoy' of pits honourable 
vindication from the injuries of other States." 

(ii) "Maintenance of the Governours, Chief and Subordinate”) sos '"in, suchia 
degree of plenty and splendour, as private Endeavours and Callings 
seldom reach unto..." In this category Petty included such offices 
as sheriffs, Justices of the Peace, Constables and Churchwardens. He 
also included in it both what we call the criminal justice system and 
chevcivil cource. 

(iii) "Pastorage of men's Souls, and the guidance of their Consciences" ... 
The public support of religious institutions Petty justified in terms 
of the ease with which men may "elude the Laws of man, to commit 
unproveable crimes, to corrupt and divert Testimonies, to wrest the 


sense and meaning of the Laws... " He argued that "those who labour 


(iv) 


(vi) 


Even 


Lew pie 


in this public Service, must also be maintained in a proportionable 
splendour; and must withall have the means to allure men with some 
kinde of reward, even in this life..." 

"Charge of Schools and Universities, especially for so much as they 
teach above Reading, Writing, and Arithmetick; these being of 
particular use to every man..." Petty was particularly concerned that 
such institutions supported wholly by "the Donations of particular 
men“ would tend to select students “according to the fond conceits of 
their own Parents and Friends...rather [than] by the approbation of 
Others more. impar thal wei: 

"Maintenance of Orphans, found and exposed Children...{and] also of 
Impotents of all sorts, and moreover such as want employment." In 
other words, taxes should be levied to support. orphans, indigent 
children and the unemployed. Petty held it “unjust to let any starve, 
when we think it just to limit the wages of the poor, so as they can 
lay up nothing against the time of their impotency and want of work." 
"Charge of High-wayes, Navigable Rivers, Aquaeducts, Bridges, Havens 
and other things of universal good and concernment." Petty stated that 


these activities "may" be a "Publick Charge", suggesting he was less 
certain in a normative sense. One might argue that the items listed 
and the phrase "other things of universal good" foreshadows by more 


than two centuries the concept of public goods. 


Adam Smith, the patron-saint of markets and advocate of the wonders of 


the “invisible, hand,“ Saw a noe insignificant. cole. for sgovernment sine .the 


economy. 


He offered the following normative bases of government action in 1776: 


The sovereign [i.e., the government] has only three duties 
to attend to; three duties of great importance, indeed, but 
plain and intelligible to common understandings: first, the 
duty of protecting the society from the violence and 
invasion of independent societies; secondly, the duty of 


protecting, as far as possible, every member of the society 
from the injustice or oppression of every other member of 
it, or the duty of establishing an exact administration of 
justice; and, thirdly, the duty of erecting and maintaining 
certain public works and certain public institutions, which 
it can never be for the interest of any individual, or small 
number of individuals, to erect and maintain, because the 
profit could never repay the expense to any individual or 
small number of individuals, though it may frequently do 
much more than repay it to a great society. (Bk. IV, Ch. 9, 
ey Ee hy 
The task upon which we are engaged, then, is an old one made more important 


by the growth of government in the economy. 


G20 seSTRUCTURE OR «THUS iSTUDY 

Chapter, 2) (ofy «this sstudy. *focuses\ On? the videsine {toh improve economic 
efficiency in the allocation of our ‘scarce “resources by ‘government “action: to 
eradicate or ameliorate the various market failures that reduce allocative 
efficiency. The second category of normative arguments are based on the idea 
that certain types of government action to alter the distribution of income or 
wealth or consumption opportunities will improve the welfare of society, as well 
aS. chat” of its srdicect | beneficraries’. These arguments are discussed in 
Chapter 3. The third group of arguments for government intervention, which are 
discussed in *Chapters 4, ‘do. (not easily« ity intoyreither Wor “the “previous two 
classes -- which is not to say they don't have allocative or distributional 
consequences. Rather, they involve arguments for goverment action in order to 
create individual rights and thereby remove certain things from market 


processes. The list of references and bibliography are found at the end of the 


volume. 


Notes to Chapter 1 


The literature on various forms of government activity often speaks of the 
“ratlonaLes”™ tor “such -aGtiviey. Yet this term is often used loosely to 
refer to a number of different things. For example, it is used to refer to 
both positive theories ("what is") and normatives bases ("what ought to 
be") of government action. The term rationale is also used to refer to the 
objectives of a piece of legislation (or public policy generally) and 
sometimes, to the forces that combined to bring about the policy. We try 
to avoid using the term rationale because of the confusion in its meaning. 
Our primary analytic distinction is between positive theories. or 
explanations of acts of government intervention and the normative bases or 
arguments for such action. 


Posner (1981, p. 144) notes that the origins of the state among primitive 
(pre-literate) men’ did Not originate “nm. the, search “ior Bpublic Vorderz 
envisaged in the minimal or "nightwatch man" state. He continues, 


Two theories dominate current anthropological-historical 
Speculation on the origins of the state. One emphasizes the 
role of the state in coordinating large-scale economic 
projects, Such as inrigation:. bhisyis the "hydraulic stheor. 
of the state. The other emphasizes conquest and defense 
against attempted conquest as motivating factors. 


Philosophically, the role of government in society has changed a great deal 
in the past two thousand years. For example, Viner (1960, p. 49) notes 
that "from the time of Classical Greece on, there was prevalent the 
doctrine that government was as 'natural' as the family or as society. 
Cicero held that government grew, or evolved by as 'natural' a process as 
did customs or mores cele Cine (1960, Ds 49) continues, "the 
counter-doctrine that government was a necessary evil arising out of the 
fall of man and original sin and having as its sole reason for existence 
the disciplining of sinful man, seems to have entered the mainstram of 
western thought with the advent of Christianity." Thomas Paine in his 


Common Sense remarked that "Society in every shape is a blessing, but 


gov.ernment, veven)] cin = 2tsy besa s state, 2s) bub) a, gnecesoary #evyi tae eas 
Government, like dress, is the badge of lost innocence." 

Viner (1960, p. 56) points out that the '‘'mercantalists -- usually 
alleged to be the apostles of large-scale government intervention -- "would 
not dispute the general principle that the state should not interfere 
except where the public interest or the common good would best be served by 
interference.” ) Yet, wrating, in. the. 1770s,) Adam Smith was. sable gtoetinds the 
statute books overflowing with interventionist legislation. However, in 
the century before the publication of the Wealth of Nations (1776) and for 
several decades thereafter, the period was marked by slackness of 
enforcement, "by administrative nihilism ... [which was] deplored, not 
lauded." (Viner, L960; Ws 6)ic. 

"AS a general and systematically expounded doctrine, the doctrine of 
laissez-faire made* its’ first ‘appearancelmin wthe, eighteenth century." 
(Viner, 1960). p.2 47) Certain elements of this doctrine, however, can be 
found in much earlier times. ‘ 


Chapter 2 


GOVERNMENT ACTION TO IMPROVE ECONOMIC EFFICIENCY 


For four wicked centuries the world has dreamed this foolish 
dream of efficiency; and the end is not yet (George Bernard 
Shaw, Jonn Bull's Othervisiand,) Act ay) .« 

1.0 INTRODUCTION 

In this chapter I focus on the arguments for government action based on the 
adecire, to” improve the efficiency )with “which "society"s” ‘scarce "resources are 
allocated. The analysis of efficiency as the normative basis of intervention is 
based on the existence of several types of market failures that inhibit the 
achievement of Pareto optimality or the most efficient allocation of resources. 
The core of the argument is that governments can and should act to eradicate or 
ameliorate these market failures where the benefits of intervention are greater 
than the costs of the market failure to society. 

It should be emphasized that it is relatively easy to transform a normative 
argument for government action into a positive one or to transform a positive 
theory of government action into a normative argument. For example, instead of 
saying that where public goods, in a technical sense, occur governments should 
act to supply such goods because it will thereby increase allocative efficiency, 
One could offer a positive theory that asserts that where the market failure of 
public goods occurs governments will act to ensure their provision. 

Py taemheeoncept vot Economici HET e tency 
Intuitively, economic efficiency revolves around the idea of finding the 


"best allocation of resources" given our original endowments of resources, the 


state of technology, and individual tastes and preferences. Economists use the 
Pareto’ criterion; which fules “out interpersonal “comparisons cf) uti lity for 
satisfaction, to compare alternative allocations of resources. An action "to 
alter the allocation of resources (re-arrange inputs and/or outputs) is said to 
be Pareto efficient or Pareto preferred if it improves the welfare of at least 
One individual (in their own estimation), while not reducing the welfare of 
anyone else. Pareto optimality in the allocation of resources occurs when there 
exists no reallocation that is Pareto preferred. Any change in the allocation 
of resources from a Pareto optimal point would make at least one person worse 
off even though some other person(s) is(are) made better off. Therefore, when 
resources are allocated in a Pareto optimal fashion, there is no way of making 
anyone better off without making someone worse off. 

It should be apparent that the Pareto criterion, while it has the virtue of 
ruling out interpersonal comparisons of utility, is not very helpful in the many 
Situations where a change in the allocation of resources will make some people 
worse off while making others better off.° One attempt to deal with these 
Situations is the Kaldor-Hicks criterion. It provides that a move from 
allocation A (e.g. the status, quo) yto allocation B isSefficient LE J ehosemiwno 
are better off in situation B are able to compensate those persons who are worse 
off in situation B and still have something left over. It) Us, finteréesting ato 
note,stha ky the; supporters .of this criteriony do. not require! that vcompensatian 
actually be paid, only that the "winners" are capable of compensating the 
"losers”’ @nd™still besbetter off. For this.reason,. this. attempr tolextend “the 
concept of efficiency has not had widespread appeal. There are also practical 
problems in getting possible winners and losers to reveal their true preferences 
for alternative allocations and in determining the amount of compensation they 


would be willing to pay or accept and feel they were no worse off. 


Returning to the Pareto criterion, it should be emphasized that Pareto 
Optimality (or "maximum efficiency in the allocation of resources") says nothing 
about whether the welfare of society is maximized. The reason this is so is 
that a Pareto optimal point exists for each set of original resource endowments 
and for each distribution of those endowments. The determination of a social 
welfare optimum requires not only that we identify the set of all Pareto optima, 
but that we construct a social welfare function that ranks (weights) the 
"deservingness" of the welfare of each each individual in society. See Bator 
(1957), Sen (1970), and Evans (1982). 

Richard Posner (1981, p. 13), offers one of the strongest arguments for 
efficiency as a norm. He states that, "not only do I agree with Bentham that 
people are rational maximizers of their satisfactions in all areas of life, but 
T’believe that economic efficiency isi an ethical ‘as well’ as’ sciéntific™ concept 
eee” However, in an effort to simplify and generalize the concept of efficiency 
Posner makes an error when he formulates the concept as "wealth maximization". 
Posner argues that “wealth maximization [not utility maximization] provides a 
foundation (not only for a ‘theory “Of rignts™ andSchimonedies: batethe: conctepe or 
baw mpteselfies. fo (Posner, W981; op. 74)% FEVans MIs 27 7p we 64,. en.) 2 0) NnOresr onae 
in formulating the efficiency objective as wealth maximization, Posner is 
proposing the impossible because he has confused general and partial 
equilibrium. Evans points out that one cannot maximize W = P . X where P is a 
vector of exogenously determined prices and X is a vector of resource/output 
because in general equilibrium the P and X vectors are determined 


allocations, 


Simultaneously and are interdependent, hence absolute prices have no meaning. 


"all one can define is an N-l vector of price ratios Sort an -acoltreary 


numeraire." 


While economic efficiency may be immoderately embraced by economists (and 
some lawyers such as Posner), in general, it is little loved. The reasons are 
not hard to find. First, for most people allocative efficiency is an abstract 
concept beyond their understanding. This discussion of Pareto optimality, while 
done in non-technical terms, will probably strike most non-economists as 
abstract, if not irrelevant. Second, when efficiency is not an abstraction, for 
example, at the level of the individual workplace, iteousuably ecammiLeshetme 
connotation of producing more output in the same period of time by working 
harder. In the extreme, it has the connotation of "the speed up" on a 
production line or working in a "sweat shop" under a harsh task-master with the 
"reserve army of the unemployed" standing just outside the gates casting 
covetous eyes on every job inside. Third, where the concept of allocative 
efficiency is well understood, a rational, self-interested person will usually 
expend no effort to improve it. It is, in effect, a collective consumption good 
and that part of it that is individually appropriable (in expected value terms) 
will seldom be large enough to outweigh the expected costs of influencing a 
government to adopt policies that improve allocative efficiency. Th icvepoiG Bs 


discussed in ection .2..0n public goods. 


1.2 The Concept of Market Failure 

What do we mean by a market failure? We should begin with the concept of a 
market. A market is a social process in which prices are a "signalling system" 
to individuals acting in their roles as suppliers of inputs (capital, labour and 
materials) and as consumers who transform goods and services into utility or 
satisfaction. Markets are not moral institutions, but simply a means of 
coordinating human behaviour so as to allocate resources. There are or could) be 
a variety of other mechanisms to perform the task»ofsallocating, resources. One 


has only to look to the Soviet Union and some of its allies to see the 


centrally-planned, command system of allocation in operation over the major part 
of their economies. The price system, however, has considerable aesthetic 
appeal operating as it does on a highly decentralized basis by means of the 
"invisible hand". As Evans (1982, pe 460) notes, “under specific circumstances, 
the price system both conveys information and generates incentives to govern the 
behaviour of transactors in a detailed and sensitive way." Markets cannot do 
everything, however, in terms of maximizing social welfare. The distribution of 
income resulting from the most efficient market processes still depends largely 
upon the distribution of original endowments. Moreover, the market-determined 
distribution of income (and consumption opportunities) may not be in accord with 
widely-held views of who should get what. This issue is addressed in Chapter 
3. Furthermore, market failures may be present. These are exogenously 
determined impediments to Pareto optimality i.e., the efficient allocation of 
resourcs. 

To understand market failures we need to identify the background 
assumptions in the neoclassical model. First, it assumes that the well-being of 
the individual is the appropriate focus of the analysis. Second, the model 
assumes that society's welfare is no more than the welfare of its members. 
Third, it is assumed that individuals are always the best judges of their own 
welfare. Fourth, it is assumed that an individual's welfare does not depend on 
the welfare of others. 

One of the core propositions of welfare economics that emerges is that an 
economy composed of perfectly competitive markets will produce a Pareto-optimal 
allocation of resources. In other words, economic efficiency will be 
maximized. Davis and Kamien (1970, P- 74y "put Pthe Spoint this? way: 

Given certain assumptions about the technology, the 
availability of information, the characteristics of goods 
and services, and the absence of monopoly power, there 
exists a set of market prices which, responded’ to by 


profit-maximizing firms and utility maximizing consumers, 
will result in the attainment of a Pareto optimum position 


for the economic system. 


The necessary assumptions are as follows: 

° technology: all firms have convex possibility sets, that is, there cannot 
be increasing returns to scale. 

© information: producers have complete knowledge about the available 
technology and all relevant prices; consumers are assumed to know whether 
goods and services are available, their characteristics, and their prices. 

. characteristics of goods and services: there are no public. iqoods,, only 
private goods. There are no non-pecuniary externalities -- but othe 
presence of externalities is not sufficient cause for the market to avoid 
optimality" (David & BamLen gi Lod Uys cb oaelis 

° absence of market power: it is competitive markets that are capable of 
achieving Pareto optimality, not ones in which firms have some market 
power. 

° universality of markets: it is assumed that markets €xist “(or joanpipe 
brought about) for all of the items that enter into a firm's production 
function or an individual's utility function. 

Note that nothing is explicitly stated in the list of assumptions concerning 
transaction eae However, Arrow's (L970). a <bs ) 403) formulation, of, cbs 
"universality of markets" assumption implies that the presence of high 
transaction costs may prevent the existence of certain markets. The pointw4is 
ambiguous and it is discussed in section 8 of this chapter. 

It is obvious that in very few markets in the real world do these 
conditions hold. Market failures, in some degree, are common, although 
competition may still be sone bien 

It is useful to make distinctions between three types of alleged "market 


failures". 


st)) Technological or True Market Failures 


This category consists of true market failures which are exogenous to the 
economic actors in the marketplace. They are not created by government action 
nor by buyers or sellers. In short, they exist in nature, although government 
action may ameliorate such failures. Included in this category are the 
following types of market failures: public goods, imperfect information, 
externalities, the absence of individual property rights (this is really a form 
of institutional failure in the assignment of property rights), and increasing 
returns to scale including the case of natural monopoly. 

(ii) "Man-made" Market Failures 

This form of market failure is not exogenous or given in nature as in 
category (i). These are not true market failures. Rather buyers or sellers act 
jointly or individually to restrict competition in such ways as the following: 
price fixing/market sharing agreements, i-e-., cartelization; restrictions on 
entry into the industry; and predatory pricing. To be successful these last two 


5 


activities require structural market power. These restraints on trade are the 


object of competition policy legislation.® 
(iii) Government-created Constraints on Allocative Efficiency 

Governments seldom act consciously to reduce allocative efficiency, but in 
the name of achieving other objectives, such as altering the distribution of 
income, they frequently impose constraints on markets that make them allocate 
resources inefficiently according to the Pareto criterion. While allocative 
efficiency may be good for society as a whole, highly competitive markets 
produce distributional outcomes that find little acceptance, particularly by the 
"losers". Not surprisingly, they seek the assistance of government in 
constraining market forces so as to alter “who gets what". see Trebilcock et 


al. (1982). The recent explosion of research in Canada and the United States on 


government regulation makes it clear that, despite the rhetoric, governments 


regulate most frequently to alter the distribution of income. / Consider the 
case of government-mandated, agricultural products supply management schemes. 
They have been instituted to increase farmers' incomes by restricting output and 
thereby increase the prices paid by consumers. They certainly do this, but they 
also impose large efficiency losses. Lermer and Stanbury (1985) estimate that 
these losses amount to between $3 and S$9 for each dollar,.transferred.from 
consumers to farmers. 

But even where regulation, for example, is apparently designed to remedy a 
market failure, it often inhibits efficiency as a by-product. For example, the 
regulation of automobile emissions in the U.S. (a response to the market failure 
of externalities) had the effect of increasing the consumption of gasoline. 
zoning controls, also designed to deal with externalities in the use of real 
property, may Substantially increase the cost of housing. In both of these 
cases, the problem lies more with the specific way in which government 
intervened, rather than the principle of intervention itself. But -thespoint 
remains, government action to "do good" in one area often produces fairly 
predictable adverse impacts on allocative efficiency. 


In the remainder of this chapter we focus on true market failures. 


2-0 PUBLIC GOODS 
Zak) ~ThesConcepe 

Public goods, in the technical sense as the term is used in the literature 
of public finance and welfare economics, are collective consumption goods for 
which each individual's benefit--unlike the case with private goods -- leads to 
no subtraction in the total benefits available for others. Perhaps the classic 
example of a public good is national defence. The benefits you receive from the 
nation's defence system in no way reduces the benefits I am able to derive from 


es Alt and Chrystal (1983, p. 177) argue that the "key characteristic of 


public goods is that, for any total amount supplied, the benefit received by one 
individual does not affect the benefit [or disbenefit] available to another 
individual." This stands in contrast to private goods in which consumption by 
individual A reduces the amount available for everyone else. Samuelson (1969, 
pe 102), in his later formulation of the problem, describes the characteristics 
of public goods more generally: a public good is "simply one with the property 
of involving a 'consumption externality,’ in the sense of entering into two or 
more persons' preference functions simultaneously". He emphasizes that the 
subjective enjoyment of the same public good may be positive for some and even 
negative for others. For example, a wealthy person may derive great enjoyment 
from the protections afforded her by the criminal justice system, while "second 
story artists" certainly hate it. Dorfman (1969, pp. 248-50) stresses the free 
rider/non-excludability aspects of public goods. He notes they are "enjoyed," 
but not “consumed"; that there may not even be a definable act of consumption; 
and that the benefit can be derived without any act of appropriation. He notes 
that, "since none can be precluded from enjoying them, it is in the interests of 
Bacheto avoid contributing to them if he can. Therefore the coercive’ power of 
the state is necessary to compel contributions. 

Samuetson (1969, p. 105, mn. 2) “Stresses thal Gnoneexctudabilizy "1s Jess 
important than the consumption externality (external effects or 'neighbourhood 
effects') aspect of public goods: "The possibility or impossibility to apply 
‘an exclusion principle’ is less crucial than consumption externality, since 
often exclusion would be wrong where possible. ‘Joint consumption' is not an 
apt name for consumption externality." 

Musgrave (1969, p. 124) uses the term "social goods" which he takes to be 
"those which require group action to secure their provision in line with 


individual preferences. He states that their essential characteristics are 


» non-rivalness in consumption (or beneficial consumption externalities), 
hence we add demand curves vertically for social goods rather than 
horizontally for private goods; and 


e non-excludability from consumption--hence people unwilling to reveal their 
true preferences by market behaviour; we have to use voting. 


2e2 The Significance of Public Goods 

While the concept of public goods flourished in the Italian, German and 
Scandinavian literature-— on the theory of public expenditure in the late 
nineteenth century, Les development in English-speaking countries is 
attributable to Pigou (1932) and Samuelson (1954, 1955, 1958, 1969). The latter 
was able to show algebraically and geometrically that where public goods exist, 
Pareto optimality cannot be achieved because equality between marginal rates of 
Substitution and marginal rates of transformation no longer holds. The crux of 
the problem is that "no decentralized pricing system can serve to determine 
Optimally these levels of collective consumption" (Samuelson, 1954, "oe SSsin 
Moreover, it is not possible to create the necessary complex multiple pricing 
structure to determine the optimal amount of public goods because each person 
nas an incentive to give false signals about his true preferences (willingness 
to pay) for such goods. Therefore, one of the proper functions of government is 
to make adequate provisions for public goods- > and so improve allocative 
efficiency. 
2-3 Comparing Public and Private Goods 

lk 1S necessary to expand on the characteristics of public goods and one 
useful approach is to compare and contrast public goods and the more familiar 
private goods. This is done in Figure 2-1. AS can be seen, the critical 
characteristics of public goods are that they are 

- only enjoyable Solleckively, 
- subject to external economies in consumption, 


- subject to "free riders" because it is inefficient or impossible to exclude 
those who do not pay for such goods, 


2-10a 





éstTeubts jyaysew 


*paAatyor pezt[Teaquacap 

*Tewtqgdo oj,aAed ueyy aq 03 AjTayttTun st Aqtptewtydo oy,aied Ssystxa 03 o9suodsaa 
SSOT 29q TIT spoob ot{tqnd jo Atddns ayy uoTy xamod yayAeW AO ANDDO SaAanTTey ZayxxzeWw azayM ut paonpoad 
—udAraquT qQuauwUurTaAOb Jo aoduasqe ay uT ‘aAoqge *SauN{TTey ZayxAeW OU |2Ae BABY pue TTeAdIAd satqztquenb 


PaeUTTINO SOTASTAa_ZoOeAeYS |aYyA JO asneodaq ‘ON * 





SUOLQZTPUOD JaxAeW DSATATZadMWOO aaaYyM ‘Sax *]TewTAZdo OJaAed aay * 


*uotqzounz ATddns ay uaatb ‘satqytquenb Zeya 
ut pue paonpoid aq TTTM eYUM sUTWASJAp sia 
-WNSUOD JO ,S2qOA AeTTOP, 24Q ‘ATAATAOSTTOO 
*sadTAaas pue spoob otytoads aoz Aed 0} 
ssoubutT [TT STY JO WAOJ 9YQ UT S|adUaAezJaad 
STY TeR9AIA OF VATRZUBOUT Ue SEY TeNPTATpuT 
yoea ‘sxzapta aaay ou pue Aqt{Ttqetadoidde 
TenptaAtput “ARZt{TTqepntToxs Jo asnedag * 








°OS Op 03 

qUaTOTJJaUuT ST 4T AO ‘papntoxs aq 4,ueod AauL 
*a90UaqgSTX9 UT ST poob otTTqnd e aduO ,apTa 
aaaj, ueo Aayq se saduaxajoad anaq ateayy 

aqeqsaepun Of SATQUaOUT Ue aAeY STeNpTATpuI °* 





saouaxrazaad 
aniq TeeAae7 
O32 S2ATJUDBOUI ° 














rye 
O03 uOTSUaxXa SaqQeqTTTOezZ suo Of ATddns ayy 
JO uoTsuaeyxq “*TTe OF aTqeTteaAe ATTenbe apew 
aq ued pooh jo ytun uaatbh Aue ‘paonpoad adu0 
suoTzZONpoid ut ,SaTRZITIQISTATpul, zo ,Ssoau 
-tdunt, aTeos abae,{T waoj [etoeds e 03 Woalqns 






*3S09 TeuOTyTppe yNOYATM TTS OF 

eaTqetTrTeae yt ayew you saop spoob ajeatad 

JO 3ITuN e& JO UOTReaAD BYR 4Nq ‘aTeos jo 
satwouodss awos oq 3oalqns aq Aew uotzonpojd 








,Atddns 
ut ssauquTor, ° 





*uoT}ZONpoAd jo 
3SOD SQT 03 pagnqtasaquOD you aAey Aayy JT uaa 
Sztjyoueq s3t butute_qo wo1sz atdoad apntoxe 

03 aeTqtssodut ATyTeot_zoOead AO yUaTOTJJaut 

ST }I ‘a0ueqsTxe ut Sst poob ot{Tqnd ayq 9x0u0 








w*SAAPTA VdAJ, OU axe axayL *adTad ZoayxIreUW 
ay Aed 0} [tej OYM V9SOYyR UOT}ZduUMSUOD WO 
apnjToxes of aeTqeydaooe pue 4UaTOTJJS ST AI 








wARZTTTQePNTOXa, * 





(*abptuq e 120 peor 
e ’*6ea 4qrutrt Aqtoedeo awos oj dn ATuo 
sattdde sty3 ‘sased awos ut) *s4ayzO OF 9TQe 
-[Tteae pooh ortqnd ay} Jo yunowe ayQ sonped 
jou sesop TenptaAtput auo Aq uotydunsuod se 
uoT3ydumsuod ut satTwoUuodsa Teurazxs a1e VAIUYL 








*suayqzo Aq paumsuod aq OF 9aTqeTTeAe 
zunowe ayy saonpaz poob ajzeatad e Jo awos uot3dunsuoo ut 
JO uot3dumsuod awty ut qZuewow Aue 3e--dsUON *|SaTWOUOSe TeUAS4X” ° 











*STeNpTATpUT *aotTad yayzeu 
ssoszoe Atqzeaab Area Kew paataoar sytyousaq ay4 aya Aed 03 ssaubut{T{t sztayq Aq saouaaazyoad 
ubnoyate ‘AjTaatyzoeT {Too padkolua aq ATuUO ueD * JatTayR TeeAe4 OYM STeNpTATput Aq atqetadoaddy ° 








Aqatttqetadoaddy ° 

















Sspoo) oOTTqnd 





SpooOD a jeAT Id OT4STaazoOeAeYD 


ee EEEEEEEEEEEEENIES SeEneEEeet 


SPpOOH aqeATAid pue OTTQnd butsaeduoD 
T-z eanbty 


« subject to jointness in supply -- once they are produced any given unit of 
the good can be made equally available to all (or at least to numbers of 
people); and 


- subject to a disincentive for individuals to reveal their true preferences 
for them. 


Economists frequently cite a lighthouse as a classic example of a pure public 
good. All those within its range can benefit from its services without reducing 
the value of its services available for others. Once the lighthouse is 
Operating it is available for all and no one can be excluded from its use. 
Those who did not help to finance its cost can be “free riders". If fishermen 
or other seafarers are asked how much they want a lighthouse each has an 
incentive to understate his true preferences because, if someone else pays for 
its construction, he can use it without cost. This fact means that unless the 
expected benefits to one shipowner exceed the costs of the lighthouse (and the 
present value of its operating costs), it is very unlikely to be built.!3 This 
is true even though the aggregate expected benefits to all seafarers (or the 
owners of ships) would greatly exceed the costs of building and maintaining the 
lighthouse. Because only a government has the legal power of coercion (e.g., to 
tax), 2¢ will’ be necessary to ensure that this public good is built, (If a few 
owners jointly agree to finance a lighthouse, the social pressure of their 
exchange of promises may well be sufficient to see that a lighthouse gets 
bui Les) 

With modern technology, lighthouses no longer need be public goods. A 
private entrepreneur could build a radio beacon tower and sell to seafarers 
electronic devices to decode a signal that would tell them now far they are from 
the rocky -shore. This form of “lighthouse services" is now an individually 
appropriable, excludable private good for which there are no external economies 


in consumption, although there is some "lumpiness" in production, inea, ithe 


tower and transmitter must be built and powered even if only one decoder is 


sold. 


24 "The hbxtent of Public Goods 


Page (1983, p. 102) estimates that public goods account for one-half the 


United States' federal budget.+4 This high estimate stems from his overly broad 


definition of the concept of public goods. anew ts, -likety) tO be Iitere 
disagreement over Page's (1983, p. 123) argument that law and order is "“a 
Slassic public good". 


When a criminal is caught or deterred, all potential victims 
benefit; it is not easy to demand a fee for the service and 
exclude from protection those who won't pay. There are also 
economies of scale in providing law and order over a broad 
geographical area rather than turning particular shops or 
houses into security zones. Once again, private markets 
left to themselves would underprovide the good. Only large 
firms and wealthy individuals could afford private guards in 
the absence of courts and policemen. 


However, he goes much too far when he argues that 
Mass transit is a more clear case of a public good [compared 
to natural resources and the - environment]. Since 
automobiles produce public bads of pollution and noise and 
congestion, which drivers generally escape paying for, 
cleaner and more compact buses and subways provide social 
benefits not reflected in the prices that riders are willing 


to pay. Subsidies for mass transit (or high taxes on trucks 
and autos) make sense (Page, 1983, ppe 129-130). 


There are, in reality, very few pure public goods*? (e.g., national 
defense), but there are quite a number of goods or services which have "public 
good characteristics". Consider the case of roads or bridges. These are public 
goods subject to conjestion or negative externalities in consumption. Once they 
are built it is inefficient, but not impracticable, to charge more than their 
marginal cost of supply. When there is excess capacity marginal cost is 
virtually zero--the additional maintenance of one more vehicle less than the 
allowable weight limit is minute, probably not worth collecting at a toll 
booth. As congestion increases on a road ofr bridge, however, economic 
efficiency requires that the service be priced to equate the marginal social 


costs (which have risen as the drivers' costs have increased due to the slowing 


of traffic) and benefits of the transportation infrastructure. 


It should be noted that intangible services can be public goods (or have 
several of their characteristics). Consider the case of legislation that 
creates an effective competition policy, i.e., where restraints of trade that 
inhibit the efficient allocation of resources are prevented or reduced to a 
minimum. The benefits of such a policy--improved allocative efficiency 
resulting in a larger national incomet®--are widely diffused, but are not 
individually appropriable. No one can be excluded from the benefits of the 
policy and there are externalities in consumption, i.e., one individual's 
enjoyment or "consumption" of the benefits of the policy in no way reduces the 
amount available for all. Moreover, once the policy is produced it is available 
for ~all—-although <he “characteristics of the policy .Ltself may, be varied 
considerably. 

The costs of the policy are seen to take two forms. .First, there are the 
true social costs of administering and enforcing the law--whether by private or 
DY “public? action. second, there are the purely pecuniary costs to firms that 
had benefitted from or would be able to benefit from the imposition of 
restraints “Of Erade=-for example, a price fixing cartel whereby prices are 
increased at the expense of buyers. While shareholders are better off, the 
buyers of the product or service are worse off. Whether this redistribution of 
income is desirable or undesirable is a value judgement. In any event, there is 
a true social cost in the form of a misallocation of resources, which occurs as 
a result of the cartel's actions to restrict ouput below the competitive level 
in order to raise price." If the cartel is allowed to Flourish, the level of 
output in that industry will be “too small", i.e, allocative efficiency would be 
increased if output was increased to the level that would occur under perfect 
competition. 

Head (1962, p. 218) extends this type of analysis to other types of public 


policies and concludes that "in a broad but very real and important 
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sense...domestic and international stability, domestic and_ international 
allocation of resources in accordance with consumers' wishes and an optimal rate 
of growth can all quite properly be regarded as public goods, for adequate 
provision of which public policy must be relied upon." 

In considering the case for government intervention on grounds of public 
goods one must be careful not to overgeneralize the case. There are a large 
number of goods or services that, for example, have some external economies in 
consumption. A private park that can be over looked by apartment dwellers some 
distance away who did not share in the cost of its creation is one. A new, 
private building that revitalizes an old neighbourhood is another. The owner 
almost ‘certainly cannot! ‘capture ‘all. of; thew benefits “attributable” to his 
buiiaing, “although ihe may, «in tumn, senéelier(eagsy higner Tents) “fromrthe oerher 
new buildings that are built nearby. 

Second, the production of many goods or services are subject to "lumpiness" 
or “indivisibilities" in supply in the sense that substantial economies of scale 
Svinte lover sa: range ofjyoutput G&habsyiconsEieites “a “substantial shave. Of the 
market. For example, an efficient cable television operation may require both a 
substantial absolute number of subscribers and that a fairly high “penetration 
rate" be achieved. The latter condition means that a substantial fraction of 
the households along the routes where the cable has been installed (usually on 
telephone poles) sign up for the service. The former requixement is a result of 
the large fixed costs of the "head end" unit to receive and amplify the 
television signals. In this case, while there are some indivisibilities in 
production/supply, there are no external economies in consumption and the 
service is individually appropriable and non-payers can easily and efficiently 


be excluded. Therefore, the supply of cable television services is not a public 


good. 4 
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It should be emphasized that there are very few pure public goods as Head's 
(1962) analysis reveals. For example, regarding the jointness in stpply 
attribute, he points out that 


"Capacity limits" are usually met well before the good has 
become equally available to all, thus applying alike to 
roads, bridges, hospitals, courts, police, and even flood 
control measures, irrigation, nation-defense, and public 
health schemes such as vaccination programmes and draining 


of malarial swamps. Furthermore, even before capacity 
limits in any strict sense are encountered, quality 
variations usually occur. Crowded roads are other 


facilities that are usually regarded as giving inferior 

service to that provided by the same "goods" less fully 

Utilized (Head, 1962, p+. 201). 
Inepgeneral, terms, ,the, concept ,of public. goods. is;, quites.closely, -selated Weo 
several other types of market failure: externalities, increasing meturns.« to 


scale; wand »fallure,in the, assignment .of property. rights. Nevertheless, it 


remalns an important normative basis for government intervention. 


34.0 .-EXTERNALITIES 
3-= the, Basic Concept 

In «general» terms externalitiés, or external. effects, or "neighbourhood 
effects," or "spillovers" may be either beneficial or harmful effects stemming 
from an economic process that fall upon a third party, i.@., someone who is not 
Agupar tye cos ai economic..transaction. The most obvious example of a negative 
externality, is that of..pollution. A steel mill produces black smoke as a 
by-product of making steel. The smoke dirties the wash on clotheslines near the 
plant; it helps to create smog; and it increases the frequency with which 
buildings and windows must be cleaned. In short, not all of the costs of making 
steel are being reflected in the steel company's books. 

In Pigou's (1932) terminology, we Say that when an externality is present 
there is a divergence between private costs and Social costs (the total costs of 


society of producing a good or service). Dahlman (1979, p. 141) interprets this 


to mean that "when all voluntary contractual arrangements have been entered into 
by market transactors, there still remain some interactions that ought to be 
internalized but which the market forces left to themselves cannot cope with." 
Why is this so? Dahlman (1979, pp. 141-142) argues that "the only reason why 
wealth-maximizing economic agents do not undertake these transactions must be 
erage cheyicost “Of carrying’ out) the tacuual @iransactionmas! greater: (Chany che 
expected benefit." In other words, in the absence of transaction costs there 
would be no Pareto-relevant externalities. This point will be discussed below 
and in section 8 of this chapter. 
Bator (1958) suggests there are four types of externalities: 

(i) Interdependencies between producer/consumer/factors of production that are 
external to the price system. These involve outputs that are non-appropriable. 
The standard example is pollution--because individuals do not have property 
Rightsean=the air ‘or water,” producers dornotwincur costs fortitheliss mse, in the 
disposal of wastes. In this case, private costs are less than social costs. 
Generally, see Coase (1960) and Dahlman (1979). 

(ii) Ownership Externalities: This is the "unpaid factor" case where scarcity 
is divorced from effective ownership. This may be due to "common pool" effects 
or to high transaction costs. 
fiat je Technical “Externalities: This case occurs where we find large scale 
indivisibilities or smooth increasing returns (decreasing unit costs). The 


result is that there are "uncompensated services," but appropriability as such 
is not the problem, e@-.ge, a private individual can own a bridge but the optimal 
toll is zero (up to capacity) for that is’ the “marginal ‘social” cost” once™ the 
bridge is built. 

(iv) Public Goods: This is the case of externalities in consumption whereby 


the consumption by one individual in no way reduces the amount available to 


others. Recall the discussion in section 2 above. 
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In each case allocative efficiency may be improved by government actions to 
realign and internalize private and social costs and private and social 
benefits. !® 
3-2 Characteristics of Externalities 

I shall now discuss the important characteristics of externalities as a 
market failure. First, there is a disparity between private and social costs, 
and between private and social benefits. As a result, too much of some 
goods/services are being produced (ones for which private benefits exceed social 
benefits or private costs are less than social costs) while others are being 
produced ini-too small.-a quantity. “Tod much" and. “too. «small*") aresusedgineene 
sense that the resulting allocation of xcesources is, not Pareto optimally whach 
requires that the costs and benefits facing each actor are the full) costs (and 
benefits to society. In other words, at least one person in the economy can be 
made better off without reducing the economic welfare of any other person by 
rearranging inputs and outputs. 

Second, by definition, external effects either confer benefits or impose 
costs of persons (of organizations) that are not participating in the economic 
process that produces them. For example, consider a pulp mill that produces a 
Eoxic seitluent ‘as a by product Of making pulp and this effluent is discharged 
into a stream. As a result, fishermen, who neither supply an inpuls ofsebuy gene 
Output of the mill, find that fish stocks are reduced by the effluent. Their 
incomes fall, hence they are worse off as a result of the negative externality 
(pulp mill effluent). The market value of the fish killed is a social Cost. soar 
the pulp mill does not compensate those who bear these costs, nor are these 
costs incorporated into its cost function. 

Third, externalities amount to a failure to internalize all of the relevant 
consequences (good and bad) of an economic actor's decisions. , Ingthespaleomr il 


example, the mill pollutes the stream because it is cheaper to»disposer ofits 
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wastes in that fashion than in some other (e.g., better abatement controls such 
as settling ponds and landfill) that may have less adverse consequences for 
others. In short, it is not paying all of the social costs of producing 
pulp--which include waste control/management costs. If a tax were imposed on 
the effluent now discharged into the stream that reflected the full social costs 
of pollution, the firm would very likely reduce the amount of pollution it 
preduces i=” 

Fourth, externalities refer to real (physical and technological) effects 
that create changes in the allocation of resources not merely to the pecuniary 
or income distribution effects of an action that produces an economic impact on 
third parties. True externalities also have distributional consequencs, but it 
is the Pre ciency consequences that are the focus of the market failure problem. 

Fifth, externalities may be either positive or negative, and may be uni- or 
bi-directional. For example, economists frequently refer to the case of a bee 
keeper locating adjacent to an orchard as one of “mutually reinforcing positive 
externalities." 

Sixth, externalities may be generated by governments as well as private 
Sector actors. In the Soviet Union state-owned plants have seriously polluted 
Lake Baikal, one of the most magnificent fresh water bodies in the world. 

3.3 Externalities and Property Rights 

The heart of the problem of externalities appears to lie in a failure in 
the assignment of property tights, most notably in the case of common property 
20 


resources--those which are owned collectively rather than individually. 


Anderson and Hill (1980, pp. 5-6) explain, 


To ensure that voluntary actions of individuals are 
productive, ownership must be exclusive. Property rights 
cannot be attenuated without incurring a social cost. For 
ownership to be exclusive, rights governing the use of 
resources must be well defined, enforced and transferable 
.s. Whenever ownership is nonexclusive, the link between 
authority and responsibility is broken. When this occurs, 
the positive sum actions of individuals do not necessarily 
result in productive activity for society. 


A Saeed rie example of externalities and common property resources is that of a 
pulp mill. The mill pollutes the river next to it where the river is owned by 
ad) seis o.1.ec, ee tr is) Crown. property. However, none of us has a direct 
interest in asserting our right to prevent the destruction in the value of our 


21 Air and water 


pzoperty which includes the value of the fish that inhabit it. 
pollution amount to the "inventorying" of wastes for free in "warehouses" that 
are owned by everyone (the atmosphere, and rivers, lakes and oceans), but 
etfectively controlled by no individual. If) the. pulpomilly ysougnemto dum atts 
effluent on the privately-owned land adjacent to it, the owner would sue for 
damages and an injunction to prevent any future dumping on his land. 

Some of the important implications of the absence of individual property in 
the production of Feehan developed by Coase (1960). He formulated 
what is now known as the "Coase Theorem": where there are uncompensated social 
Coses,) thes allocation of .resources: can) be improved by the assignment of 
liability (property rights) to either the emitter of the negative externality 
(ives, ea polluting pulp mill) or to the Eecipient ~of vtnat externality who now 
bears its cost. 

To use our pulp mill example, if there was no toxic effluent there would be 
no poisoned fish. If there was no fishermen in the stream or stream adjacent to 
the mill, there would be no loss from poisoned fish. Therefore, if the pulp 
mill was made liable for its negative externalities--which is the same as 
Stating that fishermen have a right to enjoy unpolluted streams--then the mill 
would, Coase argues, compensate the fishermen for damages, pay them to move and 
fish elsewhere, or agree to bear the cost of abatement in lieu of the other 
alternatives. Alternatively, the Fishermen could be held liable, 1sCevy Ehe mill 
is assigned the right to pollute the Stream. In this case, 


the fishermen would 


be willing to pay the mill to install abatement equipment to prevent the 


poisoning of the fish if the net value of the fish Caught exceeded the cost of 
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raed seeteheit equipment. Coase argues that regardless of the initial assignment 
of liability the parties will bargain until they exhaust all the "gains from 
trade" and "the outcome of the subsequent bargaining will be that which 
maximizes the value of output." 

Three important points should be noted about Coase's "solution" to the 
externality problem. Firso, “Le ¥rignoress “thee transaction YcCosts*-involved -in 
bargaining a solution once property rights have been assigned to individuals, 
presumably by the gtarel?* In) -fact,. “Daltimam 4(19797 py, 242), veargues’ Sthat 
"transaction costs are ... a necessary condition for the persistence of unwanted 
effects from externalities, for with zero transaction costs side effects will be 
internalized and will not negatively affect resource allocation. ur a’S Seis ug ems 8 T= 
theory of externalities, Se te os costsareuhie™ £oot oi all evant. Winsee talso 
Calabresi (1968). In other words, another possible form of market failure 
underlies this widely-cited example of a market failure - see section 8. 

Second, Coase assumes there are no constraints on the bargaining of an 
efficient solution and that a government will exist to resolve conflicts over 
which the private parties are deadlocked. In reality we know that people are 
highly averse to losses and they exhibit a remarkable reluctance to trade - see 
Knetschi et al... (1984). There is a wide discrepancy between what people are 
willing to pay to obtain some benefit and the amount of money they reguire to 
compensate them for giving up something they now possess and regard as part of 
their holdings. In=the®case* of *air“polfution, re™the*-Lactory” 1s" given che 
"right to pollute," it is unlikely that nearby residents will be willing to pay 
very much to have the factory abate its emissions or move elsewhere. LEV EHS 
residents have the "right to clean air," and this right is transferred to the 
factory, the compensation demanded by the residents will be much greater than 


what they would be willing to pay the factory to reduce or eliminate its 


emissions. 
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Third, Coase ignores the distributional implications of who is assigned the 
right to pollute or the right to enjoy clear air/water. For some people, these 
er ' os) 
outweigh efficiency considerations. 
3-4 Alternative Government Actions 
If the objective of government intervention is to improve efficiency, what 
alternatives does it have--assuming that the costs of intervention are less than 
those of the externality? The following governing instruments may be used 


» assignment of property rights to individuals in what are now common 
property resources--such rights may be assumed by the government itself as 
if it was a private owner; 


«| ssegulation=-for example in the ,form of constraints ,on the ,levels (ot 
pollutants that may be emitted, noise that is made or types of uses that 
land is put to; 


- the imposition of taxes and/or subsidies to internalize externalities and 
assign private and social costs and benefits (economists usually argue that 
this alternative is more efficient than the more commonly adopted one of 
regulation); and 


» public ownership of those entities that are the largest generators of 
negative externalities (e.g., 1f£ Inco can't be regulated, Ontario or the 
federal government could acquire it and spend the money necessary to 
greatly reduce SO. emmisions). 


More generally, see the useful discussion in Davis and Kamien (1970, pp. 85-94). 


4.0 IMPERFECT COMPETITION AND MARKET POWER 
4.1 Significance of Imperfect Competition 

As we have noted, one of the most important theorems of welfare economics 
holds that if all markets are perfectly competitive (and certain other faisiy 
highly restrictive assumptions hold), the resulting allocation of resources will 


be Pareto optimal. But in the real world, most markets are not perfectly 


competitive. Specifically, the number of firms is seldom so great that each 


acts independently of each other and operate as price takers. Products or 


services are seldom perfectly homogenous. Rather, some degree of product 


differentiation is the rule. Where the number of competitors is few -- the 


anes 


extreme being the case of monopoly or single seller -- firms will possess some 
degree of market power. They will have the ability to restrict output and raise 
price above that which would prevail under perfect competition. As a result, 
the allocation of resources will not be Pareto optimal. 

Note that if economies of scale (increasing returns) are important in an 
industry, the "natural" market structure may be an oligopoly. Therefore, the 
leading firms will have a degree of market power, i.e., discretion over price 
and output. Firms will be interdependent. They will not be able to act inde- 
pendently of each other. In this case, their market power is attributable to.a 
market failure (increasing returns to scale over a considerable range of the 
longs runocost curve). 

However, an oligopolistic market structure may not be attributable to 
economies of scale, yet the firms may seek to collude on price and/or output 
Enereby ‘producing an allocatively less efficrent™ outcome’. The conditions of 
entry ware’ Of particular significance in determinang Sthe eabilityrorr firms “inean 
Oligopoly to act on the recognition of their mutual dependence. If entry is 
relatively easy, then the industry price and outputs Prkely to differ little 
from that which would occur if the industry had many competitors. 

While oligopoly is the most common form of market structure in Western 
economies, and particularly in Canada which has a small domestic market, the 


strongest case for intervening on efficiency grounds in the face of market power 


is that of “natural monopoly”. 
4.2 The Case of Natural Monopoly 

The essence of the traditional concept of natural monopoly is that 
economies of scale (increasing returns to scale) are sufficient that average 
total costs (and marginal costs) are declining in the range that the market 


demand curve intersects the average cost curve. Put another way, the total (and 


unit) costs of supplying the market demand will be lower if a single firm 
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produces all the output -- see Schmalensee (1979). In the absence of collusion 
and interference by the state, industries characterized as natural monopolies 
will usually result in a single firm producing all the output even if more firms 
Once occupied the industry. This is so because a single firm can produce all 
the output the market demands at lower cost than can two or more firms. 

Government intervention in the form of regulation is necessary, it is 
argued, for two reasons: first, to prevent the monopolist from exploiting 
consumers by raising his price above average total cost (including a normal 
return on capital) by restricting output. The result would be "excess" profits 
OR eCcOnonlcwsr enkwslorethe firm. This is the most common argument for the 
regulation of monopolies, Pieteuta Or otherwise, In terms Ofte OvOUE 
Classification of the normative bases of government intervention it pain pe 
grouped under the arguments concerned with altering the distribution of income 
==. OF OL mpteventing changes. in the sdistribution of. income of. wealth, see 
Chapter 3 below. 

Second, economists emphasize that the monopolist in restricting output and 
raising price generates allocative inefficiency in that less than the socially 
Optimal amount of output is produced. At its simplest, allocative efficiency 
requixes throughout the economy the additional output be produced until its 
marginal social value (as reflected in the demand curve) just equals the 
marginal social cost of production. In the case of a monopolist, at the profit 
maximizing output, the social value of additional units is greater “than®theis 
cost. Too little is being produced. The allocation of resources is not Pareto 
optimal. (This is true in general of oligopolies where firms are able to 
exercise some degree of market power and restrict output below the competitive 
level.) 

Therefore, it is argued that allocative efficiency. .cans se 


improved by 


government regulating the sole supplier in the case of a natural monopoly. This 
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usually takes the form of government controls over entry (why they are necessary 
if we have a true single-product natural monopoly is not explained -- see 
Demsetz, 1968b), and over the price the firm charges for its output. In theory, 
price should be set by the regulator so as to equate marginal cost and marginal 
revenue. However, at this socially ideal point the firm will lose money (fail 
to earn a normal return on its capital) as its average total cost (ATC) will be 
pelow its average revenue. The practical solution is for the regulator to set 
price such that ATC=AR (per unit) where ATC includes a "fair and reasonable" 
return on its invested capital. In skeletal form, such is the normative case 
For government regulation of natural monopolies. They» efficacy oF! such 
regulation has been widely criticized (e.g., Kahn, 1971). The need for it on 
efficiency grounds has also been challenged. See Demsetz (1968b) a Posner 
(1269) 

4.3 Is It Necessary to Regulate Natural Monopolies? 

pemsetz”™ (1968b, p.- 56) - argues! (traditional enatural, monopolys theory, iis 
detacient “for-it® fails to ‘reveal the “Logical "steps *that carry it "from scale 
economies in production to monopoly price in the market place." The essence of 
his position? is\ithat) "the existence’ of* scale teconomiés@1m the) product ion@ofiva 
service is irrelevant to the determination of the number of rival bidders [and 
that] the lowest price need not be a monopoly price" (Demsetz, 1968b, p. 57). 
This idea is not new, Demsetz is able to find an article published in 1859 by 
Chadwick which draws the distinction. 

The crucial assumptions for Demsetz's (1968b, p. 58) scheme to work are as 
follows: (i) "The inputs required to enter production must be available to 
potential bidders at prices determined in open markets. This lends credibility 
to numerous rival bids. (ii) The cost of colluding by bidding rivals must be 
prohibitively high." Demsetz notes these are no different from those required 


to avoid monopoly price in any market and that if collusion of bidders is easy, 


it is probably similarly easy for buyers. A lengthier critique of the rationale 
for regulating natural monopolies is given by Posner (1969). 
4.4 Economies of Scale and Scope 

It is now widely recognized that there are very few natural monopolies in 
the sense of a single firm producing a single perfectly homogeneous product 
using a single production technology, aside from those that have been created 
for the administrative convenience of the regulators. Most regulated firms, 
indeed most large firms, employ multiple technologies to produce multiple 
outputs for sale in highly differentiated markets. Furthermore, where product 
attributes are held constant, many firms face decreasing costs where the volume 
of output is increasing. However, this fact is not necessarily evidence of 
chronic market failure--hence a legitimate basis for economic regulation. 

Economies of scale refers to the behaviour of ‘unit “costs as ‘output 
increases in the case of a single output. Economies of scope, on the other 
fend ,erefers to sthe. circumstances where thes total icost of a multi-outpyueetirm 
(Lommarcgiven “Level..and| (mix tof ‘output) “are, lower than the) total¥icosts jobee hee 
same outputs produced tdependentivar: Put another way, economies of scope 
recognize that a firm's capital and labour are capable of producing a variety of 
different goods or services at a lower cost than they could be produced by a 
number of specialized firms. Generally, see Bailey and Friedlaender (1982). 

Under certain rather restricted conditions, it can be demonstrated that an 
unregulated market made up of firms with multi-input, multi-output firms will 
support the optimal number of firms, producing the optimal product mix at 
Oorinaigs quantity “levels | :and.~prices (Baumol, Bailey and Willig, £94 Fie 
Furthermore, this conclusion holds where non-decreasing returns to scale and 
production complementaries are strong enough to confer cost advantages to single 


firm production of the optimal product mix. In this instance,-only the optimal 
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set of prices (Ramsey prices) and goods and services can guarantee a natural 
monopoly against competitive entry. Generally, see Willig (1979). 

One implication of this perspective is that there is no reason to believe, 
based upon the logic of market failure, that price controls are appropriate on 
economic grounds to industries such as telecommunications or the postal service 
(so-called natural monopolies), but not to the automotive industry or the soap 
industry. The) second’, implication” Ws vithat;’ sinteany windustry*ewith » these 
characteristics, some firms and some consumers stand to gain from regulation at 
the expense of their fellows. Prices can be manipulated to benefit some 
consumers to the detriment of others and product differentiation suppressed, 
thereby reducing "unit" costs in the industry to the detriment of those Firms 
seeking to exploit fully existing product/market opportunities. While Peltzman 
(1976) concentrates “his: attention ‘one™the jifirse “orn these possibilities, 
cross-subsidization, the conclusions one might draw with respect to the second 


are identical. More génerally, see the discussion in Stanbury and Thain (1985). 


5.0 "DESTRUCTIVE COMPETITION" 

In this case, in contrast to natural monopoly, economies of scale are 
unimportant--"competition is the natural state ria hing oF," pen 272) 57 Ores one) 
very intensity of competition which, it is argued, has to be the subject of 
economic regulation to protect the quality of service. 

The core of the issue with destructive competition is the idea that, due to 
certain structural conditions, an industry (not just some firms in the industry) 
could earn only sub-normal profits in the long run. This would not occur under 
normal conditions because persistent sub-normal profits would act as a signal 


for the less efficient firms to leave the industry. Where competition is truly 


; ip ike new firms eater the industr 
destructive, this does not occur, OF T£*it does,’ rire y 


even though the firms in the industry are performing poorly. 
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Recently, the new president of Air Canada, Pierre Jeanniot, argued that 
direct regulation of the Canadian airline industry by the Canadian Transport 
ee ; a 26 
Commission should be continued in order to prevent destructive competition. 
Jeanniot's view of destructive competition can be summarized as follows: 

(1) [there will be] predatory pricing in the face of excess 
Capacity; (ii) oligopolists compete so as to ‘destroy their 
financiadiasubscance’ ) by slailingyto cover total icdésts ving pare 
because they are trapped in a "prisoner's dilemma' 
Situation; and (iii) waves of new entrants, in the absence 
of regulatory barriers, produce a persistently unstable and 
unprofitable industry. 

Jeanniot indicated that the following will be the effects of destructive 

competition: (i) reduced standards of quality of service; (11) failure by the 

airlines to acquire new equipment embodying the latest technology; (iii) 

temporary reductions in costs and fares; (iv) persistent subnormal profits; and 

(v) bankruptcy for at lease some firms. The fundamental problem appears to lie 

in what is meant by the term "destructive competition".*/ 

What are the structural conditions that could produce a case of destructive 
Competition and prevent an industry fErom attaining a long run “equilibriunain 
which normal profits are being earned? According: “to, ‘Kahintes(logL) es tane 
prerequisites of destructive competition are the following: 

- fixed costs must be a large proportion of total costs; 

- there must be long-sustained and recurrent periods of excess capacity (this 
will be exacerbated by the fact that physical capital is long-lived and the 
exibmofatactors) ofsproduction, 6 Sslow)iss and 

- the number of competitors must be so large that producers cannot coordinate 
their efforts to restrict output and raise price. (As a result, economies of 
scale cannot be important in the industry.) 


Therefore, marginal cost may be below average total cost for significant periods 


of time. Historically, the record is one of instability of prices and producer 


incomes in both the long and short run. Output (or supply) elasticity is low, 
but shifts in demand can be significant. Supply is inelastic down to each 
firm's out-of-pocket costs. The industry is "sick" in periods of low demand as 
most firms in it are failing to earn normal returns. 

But how do these circumstances impose a threat to the welfare of the 
industry's customers, the ostensible beneficiaries of government regulation? 
The following arguments are offered. First, postponable maintenance and repair 
expenditures may be curtailed. The problem here is one of imperfections in the 
Capital markets -- and also the slow speed with which real capital can be 
redeployed to more profitable uses, i.e., it is long-lived once committed to a 
patticular’ use and/or) it’ is’ speclalized and cannot be transferred. to other 
USES. Second, ‘“riskr. ‘averse™ consumers: - may Pino@r efingdes Eluctvuatingi@iprices 
attractive. Fluctuations make long term business planning more difficult. 
Therefore, pervasive uncertainty may lead to inefficiency. Third, consumers may 
have ‘difficulty in judging product/service quality even with many sellers. 
Important characteristics include: physical specifications, reliability, 
frequency, financial responsibility of sellers--particularly in ueL lity 
services. It is cargued* that severe price* competition puts? pressure ontsafety, 
reliability and frequency. "Cheating" on quality may be a "way out" for firms 
under extreme competitive pressures. 

But does it follow that price and entry controls are the only (or the best) 
way to cope with these imperfections? Administratively, Lt may bev easier)ita 
enforce quality standards. There are fewer sellers to inspect, cross 
subsidization may be used to provide higher quality, and the possible loss of 


a valuable license may be used as a threat by the regulators in order to achieve 


the desired quality standards. 


Since the possibility of "destructive" or “excessive"- competition can 


occur, although it is rare in the real world, Kahn (1971, p. 178) says we should 
0 


ask three questions in such cases: 


(1) to what extent those circumstances actually prevail or 
would prevail if controls were removed, (2) to what extent 
deterioration of service [quality] could instead be 
prevented merely by imposing standards of quality, safety, 
financial responsibility, and the like, and (3) whether such 
additional benefits might be secured by limitations on entry 
and price rivalry are greater than the benefits that freer 
competition brings. 

It is frequently argued that the trucking industry is subject to 
destructive competition, hence price and entry should be regulated. Kahn (1971, 
p- 178) asks the obvious question, “does trucking have the economic attributes 
of an industry subject to destructive competition?" He answers, "It would be 
difficult to find one less qualified." He, in turn, cites Professor Pegrum who 
states flatly that “competition among motor carriers cannot be ruinous" (Kahn, 
1971, pe 180). 

It should be noted that in cyclical industries in which firms have high 
fixed costs and low marginal costs during recessions, complaints of destructive 
competition can often be heard. In the short run prices could fall to marginal 
cost and firms will not cover average costs, hence they will incur losses. This 
painful state of affairs could continue for several years until demand recovers 
and/or the less efficient producers are forced from the industry. Despite the 
appelation of "cut-throat competition", this situation does not qualify as an 
example of truly destructive competition so long as exit barriers are low. 
Hence, sub-normal profits cannot persist over many years. There is no 


justification for government to intervene in such a situation on the basis of 


destructive competition -- although the pressure to do so may be great. 


6.0 FAILURE IN THE ASSIGNMENT OF PROPERTY RIGHTS: COMMON PROPERTY RESOURCES 
6-1 The Concept 

Common property rights are, in Dales' (1975) terms, nonexclusive and 
non-transferable rights whose essential characteristic is that they will be used 


to the point where marginal utility equals price and the price is zero. 


Problems in the efficient exploitation of common pool resources occur when at 
some level of exploitation production from the pool by one person will decrease 
the amount of the resource available to others by more than his production 
(Dales, 1975, p. 495). See also Hardin (1968) on "the tragedy of the commons". 


It is in this sense that these resources are indivisible. Examples of common 





property resource problems include the following: 

~sethe reproductive ‘capacity of) fish stocks; “or’ a; crop’ (ineluding® forests) “that 
is imperiled by overutilization; 

- the reduction of pressure of oil/gas well by competitive exploitation results 
in the total amount recovered being less than what is economically feasible 
if a single owner were to maximize his returns; 

= the broadcasting spectrum is a scarce resource in that at some point 
additional signals impair the quality of reception of other signals; 

- natural air and water systems may be adversely affected by pollution; and 

- scenic vistas and natural ecosystems. 

The core of the common property resource problem lies in the absence of 
individuated property rights in some valuable resources. The heart of property 
rights is the right to exclude others from use except on such terms as the owner 


and user agree to. The absence of) such property rights is not really a Eailure 


of the market, but of the prior institutional process which defines and assigns 


property rights. Common "property resources “are; in’ effect, as+ “gap” Fin’ the 
assignment of property rights to individuals. In fact, we usually ignore one 
assumption in the conditions for competitive markets to produce a Pareto optimal 
allocation of resources. It is that all resources involved in market processes 
are owned by indviduals and subject to excludability. Moreover, it is assumed 
that contracts by which such resources are exchanged are enforceable according 
to rules established by a sovereign power. While these rules (laws) may be 
created by a process involving the consent of the governed, they are assumed to 
be enforced impartially on all. In other words, market processes are not, as 


some argue, entirely spontaneous processes, but are preceeded by the actions of 


collective institutions to define and enforce property rights for all resources 


2= 35 


to be allocated by market forces. The point is often ignored by the most 
fervent critics of government intervention. 
6-2 An Example: The Fishery 

The nature of the common property resource problem can be illustrated by an 
examination of the fishery. Both theoretically and empirically it is clear that 
a fishery that is unconstrained will become unprofitable. Fishing capacity (or 
"Dnower") grows beyond the level for the efficient harvesting of the resource and 
may, in.fact, ultimately ~destroy the stock itself or “reduce 16 "to an uneconomic 
level. 
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Economic efficiency requires that the economic rent from the resource be 


maximized. In general terms, we can define the rent (R) as follows: 


R= S$ =—C, where 
Geeemarket value ofthe catch vas sold sin»competitivesmarkets i(in present 
value terms) 
C = costs of harvesting the resource, i.e., wages, fuel, capital etc.» (in 
present value terms), including a normal return on capital. 
However, the potential rent attracts entrants (more fishermen or larger 
- boats or more "fishing power" incorporated into existing boats) who add to 
harvesting capacity. Ad ~other things being “ equal, “the “size “of “Ehe "“caccu 
increases (but at a decreasing rate), the costs of harvesting (total and per 
Unit) rise, and the amount of rent 1s eventually reduced to™zero. 

Eventually, a "“bionomic equilibrium" is reached where the sustained value 
of the catch just equals the opportunity cost of the resources employed in the 
industry. In this case the rent is dissipated to zero and the volume of the 
catch is too large to maximize allocative efficiency. 

Too many resources are employed in the fishery because there is open access 
to the resource. There 1S open access since the resource is jointly owned by 
all members of society even though only a relatively few launch a boat and put 
out nets to catch fish. Everyone, individually, has only a limited property 


Pigne in the fishery. The critical thing missing is the right of the ownerts) 


to exclude others from access to the valuable resource, 


o=S2 


Common property resources like the fishery create a "rush for the 
spoils" -- which eventually produces "a tragedy of the commons." Each fisherman 
seeks rationally to catch as much as he can as quickly as he can. Yet he knows 
that if all fishermen (and the number is potentially unlimited) pursue the same 
Strategy the stocks will be depleted--in time--to the point that it won't "pay" 
to go fishing. However, knowledge of this fact creates an incentive for each 
fisherman, in the case of an open access fishery, to redouble their efforts to 
make their fortune before others are able to catch "all the (economically 
exploitable) fish in the sea." Therefore, what is individually rational is 
collectively irrational as the economic rent is reduced to zero rather than 
being maximized. 

6.3 Government Action to Overcome the Common Property Resource Problem 

How can this type of market failure be overcome and thereby increase 
allocative efficiency? Since the problem stems largely from a failure in the 
assignment of property rights, government action could take the following 
forms. First, the government could assign the property rights in the, common 
property resource to a single owner or to a number of individual owners where 
the resource can be "individualized." In the case of the forests, the forest 
land could be sold to individuals who will treat the trees as a crop with a very 
long rotation (60 to 80 years in British Columbia). In the case of the fishery 
we could sell each of the fisheries (within our national jurisdiction) to one 
owner who would employ the optimal number of fishermen to catch the fish. Or we 
could sell the right to catch all the fFishvdin® each -of” a)-number ofesareas’ bo 
individuals. However, fish are fugaceous and some, like the salmon, need to 
return to freshwater streams to reproduce. Therefore, we are more likely to 
fishing quota to a specified number of fishermen, trying to 


sell a certain 


ensure that the total catch will maximize the fent from the resource. See Scott 


and Neher et al. (1981). It should be noted that rent maximization, in present 
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value terms, may result in the virtual erradication of the stock--even if a 
single individual owns the fishery--if the discount rate (rate of time 
preference) is sufficiently high. 

Second, the government, acting for the collective owners of the common 
property resource could operate the resource as if it were a single owner (1.e., 
rent maximization which also results in allocative efficiency), and hire 
employees to catch the fish. In other words, it could operate the fishery as a 
Crown corporation: "Fish Can. 

Third, the government could use regulation to control access to the fishery 
and to control the volume, of, fish ‘caught .so as to. preventirdissipation; tofatihe 
rent. The history of such regulation in Canada makes it clear that this is 
difficult to dowtorea, variety sof reasons: technically, «it «s.chard steqg know ewhae 
isthe sizeof he: fish stock, how capidly iteis»reproduging and» dyang eff and 
even how many are being caught. It is dpificults to prediekb, thé jbehaviounal 
response of fisherman to various types of controls, e.gs, when limits) were 
placedvon, the size (length) of vessels, fishermen engaged. in “capital, istutfangs 
(laggersnets, fpower Iwinches;, better electronics). (to wncrease »stheins "“faehang 
power." In addition, fish cross national boundaries within "economic zones" and 
it-is hard? to.determine the size of adjacent nations! stocks. Politically, the 
regulation sof, Ehe> Lashery sisi sdifficule: » because, thew objective: daigsrens 
maximization (allocative efficiency) clashes with employment objectives in 
certain regions with high unemployment rates and few alternative types of 
employment. Hence, a "social fishery" implies a result closer to the "bionomic 
equilibrium" whereby all the rent is dissipated, but more men and boats are 
employed (many underemployed) in the fishery. See Kirby (1982). 

The complexity of government's management of common property resources is 


described by Dales (1975, p. 496) as follows: F 
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What governments must do about pools is to determine, as best 
they can, the economically efficient rate of production from 
them and ensure that it is not exceeded. But that is. only 
the beginning of the complexity. Given the rate of 
production, how many producers should there be? How should 
the production rights be allocated? Should they be auctioned 
off, as economists usually recommend? Or should effluent 
quotas, or broadcasting rights, be assigned free of charge to 
producers chosen by some non-price 'eligibility' criterion? 
Should the number of fishermen, or the size of catch per 
fisherman, or the total catch be restricted? Does allocation 
of the broadcasting spectrum imply control of cable 
television? And so on. Given the technological complexities 
of common pool resources, the technological differences 
between them, and the difficulty of designing and enforcing 
restrictions appropriate to the technological situation 
involved, optimum regulation from an economic point of view 
in any particular case poses a challenging problem in 
applied social science. 


7.0 IMPERFECT KNOWLEDGE (UNCERTAINTY ) 
ee te Problem in General 

In its extreme form, the theory of perfect competition assumes that all 
economic actors have perfect knowledge. zeckhauser (1970, p. 96) states, "the 
neoclassical model of perfect competition requires perfect knowledge; there can 
be no uncertainty. The presence of uncertainty, a lack of knowledge of which 
state of nature will obtain in the future, makes the model inoperative." 

As I shall discuss, the minimal conditions for markets to be effectively 
competitive all actors must be equally knowledgable/ignorant (enjoy a symmetric 
position) and they must face a supply curve for information that is not subject 
to significant economies of scale (increasing returns). More generally, Schultz 


Moti; pp. 36) Observes Chat 


Market transactions cannot be an efficient method of 
organizing human activity unless both the buyer and the 
seller understands the full costs and benefits to them of the 
transactions they undertake, including any side effects that 
impinge on their own welfare. 


The Economic Council of Canada (1979, D- 48) notes that "in a world of 


specialization and complex technologies, the information’ for 


increasing 


intelligent decision making, about a wide variety of goods and services cannot 


: . i 
be summed up in their observable characteristics. 


7.2 The Problem in More Detail 

The nature of the problem for efficient resource allocation attributable to 
imperfect knowledge can be outlined as follows. First, there is often asymmetry 
in the level of knowledge (ignorance) between buyers and sellers. Typically, 
the seller has much more information about the performance characteristics of 
the product or service he is selling than does the buyer. The buyer -- perhaps 
to his dismay -- may in time learn about these characteristics, but he can 
usually do so only after buying the product. Experience can be a good teacher, 
but it is often a painful or expensive one. Perhaps it was in recognition of 
this asymmetry that the legal principle of "caveat emptor" came into being. 
Note, however, that while households may be informationally disadvantaged 
vis-a-vis retailers and manufacturers, commercial buyers usually are not. When 
a government is buying a huge volume of carpet (or other items) it Can obtain a 
sample and send it to a lab to have its properities tested, or it can hire 4 
former executive from the carpet industry to advise it about the best purchase 
for its needs. 

Second, the asymmetry in the level of knowledge is often exacerbated by the 
shape of the cost function for acquiring information to dispel one's ignorance. 
The cost function may be such that information as a good cannot be produced in a 
competitive market. At the extreme, the supply of information may have certain 
public: ‘good Characteristics, 1.e., jointness in Supply such that. once the jien 
fixed’ costs, Of produc-ion are incurred, the marginal costs (usually “only of 
distribution) are virtually zero. Moreover, in some cases, there may be 
external economies in the consumption/use of information i.e., its use by one 
individual does not reduce its value (amount available) to others. (Note, in 
strategic situations this 1S manifestly not true.) Therefore, these conditions 
create difficulties (sometimes insurmountable) for information entrepreneurs and 
hence the volume of information supplied by markets will be too low for 


efficient resource allocation. 


Davis and Kamein (1970, p. 79) point out that if knowledge of a good's 
characteristics is known, then the "consumption" of that knowledge by one 
shopper does not diminish the availability or usefullness of that knowledge for 
any other shopper. The producer of information faces the problem of incurring 
costs to produce/acquire information that he is unlikely to be able to recoup by 
selling it to users. But even if he could somehow control access to the 
information, it is socially inefficient to charge more than the low marginal 
cost of making it available to additional users. 

Third, the costs of ignorance in economic and/or physical terms may be very 
large and/or the nature of the error irreversible. Moreover, the size and/or 
infrequency of transactions may make it difficult or impossible for buyers to 
experiment with a product or service. Consider the problem of the person 
contemplating brain surgery. The failure to employ a highly skilled and 
conscientious specialist could result in death or--perhaps worse--waking up and 
finding that one has become "a vegetable." Clearly one cannot experiment in 
this situation. In contrast one can buy a can of beans, cook them and taste the 
result. Ifnothey: ,arescunsatisfactony:ybhrow them outeime foecesti mt ilessrthaniia 
dollar and try another brand. Clearly too there is a huge difference in what 
the patient knows about the skills of alternative doctors and what other 
specialists in the same field (or hospital pathologists) know. In addition, 
such information is hard to obtain.~? While Consumers! Reports rates’ tires and 
toasters, they don't publish statistics on the records of doctors, lawyers or 
airline pilots. 

This particular example leads us to the fourth aspect of the information 
failure problem. Even when the relevant information is available, it is hard 
for the lay person to understand, interpret and utilize, e.g., what would a 


patient do with a complete medical file on his illness which is written entirely 


in medical/scientific language? What use could the average citizen make of the 


six volumes of the federal government's annual Public Accounts as a source of 
information on the performance of the party in power? 

Effectively, many decisions are made for us by specialists--usually 
professionals--acting as our agents. The “agency problem" occurs because the 
agent (e.g., a doctor) has both more/better information than the person on whose 
behalf the purchase is being made (principal). Therefore, the agent is able to 
influence the decision of the principal, and the agent may be in a position to 
supply goods or services to the principal to the agent's benegiit <> In other 
words, the doctor not only performs the diagnosis, but he usually provides the 
treatment that he recommends to the patient. The same is true of lawyers, 
dentists, engineers, and other professionals. The agency relationship creates a 
moral dilemma for the agent. Whose interests are to be paramount, his own or 
ise “principals? From the principal's perspective, this problem has’ been 
Summarized in the phrase, “don't ask the barber if you need a haircut." 

7.3 Uncertainty and Contingent Claims Markets 

The existence of uncertainty need not prevent competitive markets from 
achieving allocative efficiency if there exists markets for contingent claims as 
well as for goods and services. (A contingent ‘claim™is ay™cright (tor av-ivarvasve 
amount of a commodity or money, the amount of which depends upon what state of 
naburce! “actually -occurs'!.) But contingent claims markets may, themselves, be 
inefficient because of the presence of substantial transaction costs. The most 
important issue is whether there is a contingent claims market in all areas 


where society would benefit from its existence. 


With fair and perfect contingent claims markets, uncertain 


incomes will not be of consequence. The risk-averting 
individual will be able to insure that he receives the 
expected value of his future income. There will be no 


additional transfers in response to risk considerations 
(Zeckhauser, 1970, p. 105). 
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zeckhauser (1970, pp. 98-104) shows that in situations where individuals 
are unable to predict their portion of future total demand (probabilistic 
individual preferences), they may find it useful to make some decisions on the 
collective provision of a good before preferences become known. filer? hss} 
social security system is a good example of a nonvoluntary, risk-sharing 
arrangement implemented by a political unit" (Zeckhauser, 1970, p. 103). 
7.4 Options for Government Action 
The Economic Council (1979, p. 49) states that "there are two basic types 
of regulatory approaches that can be used [by government] to try to remedy this 
type of market failure: requiring the provision of adequate truthful 
information; and the licensing of, or setting standards forge those who have 
the information necessary to help individuals make rational decisions." 
The acquisition of information may enable us to ameliorate 
the effects of uncertainty, it may permit us to make 
informed predictions about future states of nature. We can 
then change our actions in response to these predictions so 
as to increase our expected payoffs: (Zeckhauser, ©1970, -p. 
hee 
Actually, there are other types of government action that can/may be taken 
to overcome information failure. First, the government can define and enforce 
through the courts legislation that specifies the liability of each actor for 
Various actions they may take. This is a form of property rights solution. The 
efficacy and efficiency of this approach has been the subject of much debate. 
See the discussion in Mackaay (1982) and Polinsky (1983) and the articles cited 
therein. 
Second, the’ government, instead of requiring private parties to provide/ 
disclose information, could actually provide the information necessary to 
the buyers/sellers' lack of knowledge. For example, the former 


overcome 


Commissioner of Insurance in Pennsylvania (Denenberg), had his expert staff 


undertake a careful assessment of the attributes of life insurance policies sold 


in the state. He then published this sort of "consumer's report" much to the 
dismay and hostile reaction of the insurance industry. 

Third,--and this does not ameliorate the market failure in efficiency 
terms--the government could fund a compensation scheme for those who suffer 
adverse consequences as a result of inadequate information. This is the 
approach embodied in the creation of the "Super Fund" in the U.S. to assist 
those aversely affected by toxic chemicals. See also Swaigen (1982) and Quinn 
and Trebilcock (1981). This approach addresses the distributional consequences 
of the market failure, but not the allocative aspects. 

In all cases, including those outlined by the Economic Council noted above, 
efficiency requires that no government action be undertaken where its costs 
(ies, so) thesicost rob intexzvention) exceed? the social. «costsof the: tinformar ion 
failure. 

One other type of government intervention to deal with the problem of 
uncertainty (or imperfect knowledge) in a dynamic world needs to be mentioned. 
It is the use of regulation as a means to enforce an administered contract 
between the providers of a specialized good or service, produced in a 
capital-intensive process and that is subject to increasing returns to scale. 
Goldberg (1976) argues that the administered contracts approach, enforced by a 
regulatory authority, can be understood as a means of coping with uncertainty 
(limited information) in a dynamic world. Such contracts are ways of more 
efficiently handling risks, attributable to imperfect knowledge, to both 
suppliers and customers where the relationship has to cope with a variety of 
contingent issues over a long period of time. In other words, the relationship 
is continuous, hence the discrete transactions approach is inappropriate. 

The equilibrium position under Goldberg's model is the balance between the 
protection of a producer's right to serve and a consumer's aims to be served. 
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By increasing the protection of a producer's right to serve the contract becomes 


more attractive to producers and less attractive to consumers. The reciprocal 
relationship also holds, i.e., ‘the producer views any increase in the consumer's 
right to be served as an added cost of production. Goldberg refers to two such 
protection devices frequently found in private contracts: liquidated damages for 
premature termination; and exclusive dealing arrangements. He concludes that 
natural monopolies have characteristics which make the protection of producer's 
interests very attractive. These are typically very capital-intensive 
industries with extremely long-lived and relatively immobile capital. 

The consumer's right to be served needs to be protected, especially in the 
regulatory sector, for three reasons: once the relationship has begun the 
supplier will be isolated to some degree and will be in a position to use price 
discrimination in an attempt to capture the ex post consumer surplus; the single 
consumer is susceptible to arbitrary and capricious treatment; and the consumer 
requires a mechanisin to deal with honest errors. 

Goldberg's approach, in effect, provides an information failure argument 
forburaditional public utility) regulation. His analysis implies that some of 
the traditional criticisms of such regulation may be based on a misunderstanding 
of the market failure that is being addressed by the imposition of regulation. 

Goldberg (1976, p- 445) suggests that, "many of the problems that arise in 
regulated industries would arise even if the industries were not under the 
jurisdiction of a regulatory agency." He continues, 

The administered contracts approach provides a very different 
perspective for examining regulatory institutions. The 
"justification" of regulation is seen to rest not on narrow 


natural monopoly (declining long-run average costs) grounds; 
rather it rests on the long-term relational matters stressed 
here. Thus, the observed emphasis by regulatory agencies on 
protection from competition, which appears quite anomalous 
within the standard framework, has a plausible explanation in 
this broader context (Goldberg, 1976, D- 44S) s 


closely-related criticisms of regulation, that it unduly restricts 


Two 


entry and that it discourages technological change, make regulation look 
=~ 


inefficient in a short run, discrete-transaction world. However, such an 
analysis ignores the importance of the protection of a right to serve when a 
long run continuous relationship is necessary. Goldberg (1976, p. 435) argues: 

Would the firm have come into the market initially without 

some protection from competition? Would it have come in 

on terms as favorable as it did? That is, if we view 

the protection afforded by the regulatory agent as forward 

looking, we can see it as a road to innovation rather than a 

hindrance. 
He suggests that while regulation may be overly protective in some instances, 
"there is no reason to presume that a private contract would lead to the optimal 
amount of protection." 


As we shall see, the problem of imperfect information is also part of the 


problem of transaction costs to which we now turn. 


8-0 TRANSACTION COSTS 
Sel A “Fuzzy Concept 

Coleman (1984, p. 666) states that "no term in the philosopher's lexicon 
[such as 'justice' or ‘fairness'] is more imprecisely defined than is the 
economist's term ‘transaction costs'. Almost anything counts as a transaction 
Cost. Williamson “(1979;, pp. 233) quotes Fischer (1977) ‘on. the problem “oft 
defining transaction costs as follows: "transaction costs have a well-deserved 
bad name as a theoretical device ...[partly] because there is a suspicion that 
almost anything can be rationalized by invoking suitably specific transaction 
Coats. 

In generale terms;wwe can ‘think ‘of transaction ‘costs iasibeinguthe costs of 
exchange that are not embodied in the stated price of the good or service being 
exchanged. ALrow (L970 7 .p.ek60)e notes that transactions tcosts (!aréw costs sof 
running the economic system". They are resources used up in the process of 


exchange in order to allocate resources. 
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If a buyer or seller is hard to find, difficult and time-consuming to deal 
with, and unreliable in terms of delivering the goods/services as agreed, then 
dealing with him involves higher transaction costs than someone who is 
conveniently located, easy to deal with, and is reliable. 

8.2 Significance of Transaction Costs 

Transaction costs have a powerful influence on the modes of organizing 
economic activity -- whether exchanges occur between legally independent actors 
in markets or between employees (different sub-units) of a single firm. They 
influence whether decentralized market exchange is emphasized or whether central 
planning is used to authoritatively allocate resources. Williamson (1979, p. 
233) puts it this way: "if transaction costs are negligible, the organization of 
economic activity is irrelevant, since any advantages one mode of organization 
appears to hold over another will simply be eliminated by costless 
pomrac cane 6 

Demsetz (1968a, p. 33) explains the significance of @transaction costs? as 
follows. In an economic system in which transaction costs are zero "the usual 
Sources .ofeunefficiency fall tovexists". With respect to externalities, he 
notes that costless negotiations between pollution emitters and "“recipients" 
will bring the output of harmful effects to efficient levels -- to the level 
where it no longer pays to reduce them further. See nalso *Coase > (!960)s The 
adverse effects of market power (e.g., monopoly) will be overcome as buyers will 
offer side payments to suppliers to produce a more allocatively efficient level 
of output. The result will be a "bigger pie to be shared by all’. 

Calabresi (1968, p- 68) argues that "if one assumes rationality, no 
transaction costs, and no legal impediments to bargaining, all misallocations of 


resources would be fully cured in the market by bargains". In other words, 


ur to the point where all gains from trade have 


transactions will continue to occ 


. 33 eg 
been exhausted which is optimal resource allocation. Asbedwresult, all 


externalities can be internalized and all misallocations, even those created by 
legal structures, can be remedied by the market itself, except to the extent 
transactions cost money or the structure itself create some impediments to 
bargaining" (Calabresi, 1968, p. 68). 

However, Coleman (1984, p. 665) points out, that if exchange is perceived 
O£4 aS eye ecbargaining, game, "higher »transaction costs mayerinduce’ Msuccessfiul 
negotiations by encouraging parties to lessen their demand and to reconcile 
their differences for fear that continued negotiations may lead to a vanishing 
Surplus". In fact, without some external force, costless private exchanges may 
prove anything but efficient. 

For non-economists, the importance of free exchanges must be emphasized. 
Such exchanges are productive in the sense that both sides are better off (or at 
least no worse off) as a result of the transaction. In other words, there are 
gains from trade. The buyer pays less: than the product’ is worth to®hampamsen 
he enjoys some consumer surplus. The seller obtains revenues greater than his 
costs of production expressed in opportunity cost terms. But all exchanges 
involve an element of bargaining, no matter how perfunctory it appears. Some 
exchanges, for example, the purchase of a car or house or stereo system, often 
involve overt and eee lengthy bargaining. The effect of (transaction 
costs is to reduce the amount of the total surplus (consumers plus producers) 
available to be divided among the parties. The presence of transaction costs, 
therefore, means that all gains from trade are not exhausted. Individuals could 
be made better off (and others no worse off) if transaction costs were lower 
than they are in a given situation. 

The sweep of the arguments of Demsetz and Calabresi is extraordinary. They 
say, for example, that if transaction costs are zero, market failures such as 
public goods, monopoly power, common property resources, sti teen eae tee and 


imperfect knowledge can be overcome by uncoerced bargaining (voluntary 


exchanges) among market transactors. Calabresi (1968, p.- 69) himself, puts it 
this way, "the resource allocation aim is to approximate, both closely and 
cheaply, the result the market would bring about if bargaining actually were 
costless". The matter for public policy is to determine which means of 
Organizing economic activity ie the most efficient, for example, structural 
cules, liability rules, government taxation and spending, or by leaving the 
market entirely alone. Policy makers have to consider both the cost of reaching 
the correct result using these or other alternatives, and they have to consider 
the probability that a particular mode of economic organization will be widely 
wrong. These matters together amount to the problem in determining the optimal 
allocation of resources in Calabresi's view. 
8-3 Types and Sources of Transaction Costs 

Despite the work of Williamson (1975), (1979) and others, Dahlman (1979, 
p.- 143) asserts that "no systematic analysis exists of the nature of transaction 
costs.,“ The literature, in Dahlman's view, contains three interpretations of 
transaction costs: 

(i) A fixed percentage of whatever is being traded disappears in the 
transaction itself... The» best. analogy» is ‘to «theisrole lof (transpontation costs ‘as 
distinguished from production costs. Arrow (1970, p.- 69).argues) that "the 
welfare..implications,, of «transaction .-costs, »would, existi,even,»9if they) swere 
proportional to the size of the transaction, but in fact they typically exhibit 
increasing returns. The cost of acquiring a piece of information, for example, 
a price, is independent of. the scaLe,of use: to, whiched t wilds+bespnt.? 

(exchanges) require set-up costs to Organize. Some of these 


(ii) ) Transactions 


are fixed and independent of the size of the transaction. This introduces a 
nonconvexity which gives the formal mathematics of optimization great 


dirticulties The best analogy to this concept of transaction costs is to the 


fixed costs of production in the short cun. The implications of “transaction= 
specific investments are developed by Williamson (1979). See below. 
(i119) Therelsis eCoase’s* (1960) <idea“of transaction costs’ as “including: Search 
costs, the cost of acquiring information about all opportunities for exchange, 
bargaining and decision costs in making contracts, the costs of monitoring or 
policing ¥contracts, and: sthe costs “of Venforcing: contracts an Cheltevent wPara 
violation ‘of, their terms. Dahilman (1979, "pe 148) -argquesthatiialleof -cnese 
categories, reduce to one: “resource losses due to lack of ee ie 

Alchian and Demsetz (1972) identify several problems in contracting in the 
real world which give rise to transaction Goste. P FALSt, oOuUtpuUbeand ipUeSs 
must be metered in order to measure so as to apportion and connect reward to 
performance. Second, exchanges must be monitored to prevent shirking in the case 
of team production and to ensure that contract terms are adhered to. Third, 
there fare ‘the -costs of negotiations to arrive at a contract -- these’ may’ be 
small when one is a price taker and simply puts a quarter into the pay phone and 
waits for the dial tone, or they may be large as when the auto workers negotiate 
a new collective agreement with General Motors. Calabresi (1968, pe. 68) would 
include the costs of excluding potential free riders as a transaction cost. 

Arrow (1970, p. 68) suggests there are three sources of transaction costs: 
exclusion costs, %costs -of communication and’ anformation,»"and® themcoste of 
disequilibrium.) The last “cost refers to the fact that in any’complex systema = 
takes time, even with perfect information, to compute the optimal allocation -- 
either transactions take place which are inconsistent with the final equilibrium 
or they are delayed until the computations are completed. 

Williamson (1979) argues that there are three important characteristics of 
transactions which give rise to transaction costs. In their 


Order of 


significance, they are: 


o uncertainty (imperfect knowledge) ; 

° the degree to which durable, transaction-specific investments are incurred 
to facilitate exchange; and 

° the frequency with which transactions of a given type recur. 

The last two do not stem from market failure, but are attributable to real 
technological limitations in nature. Williamson (1979, pp. 245-6) states that 
the "economics of transaction costs essentially reduces to the economics of 
bounded rationality while simultaneously safeguarding the transaction in 
question against the hazards of opportunism." 

Williamson (1979) analyzes transaction costs in terms of what he calls the 
"economics of idiosyncrasy". First, he notes that there are a number of 
transactions where the specific identity of the parties has important 
cost-bearing consequences. Where a buyer or a seller invests in specialized 
poysicale capital .to.,.facilitate,mwexchange ».with,. tassparnticulaneppastyy.. there 
investment has no other useful purpose and hence they are vulnerable to the 
actions of the other party if they have not made a similar investment. 

Second, a continuous relationship between buyers and sellers, with the 
passage of time, may produce economies of communication and of adaptation to 
each other's needs as "both institutional and personal trust relations evolve." 
The possibilities of opportunistic behavior are often eschewed when the benefits 
of a good working relationship a(thespir it , onot ybhealettersofoethe contract) sare 
apparent to the individuals directly involved. 

Third, the assurance of a continuing relationship is needed to encourage 
but it is virtually impossible to specify in a long- 


specialized investments, 


berm... contract ).all contingencies and the appropriate responses to them. 


"Intertemporal efficiency nevertheless requires that adaptations to changing 


; ' i i ee 42 . But poth parties 
market circumstances be made" (Williamson, 1979, p 41) j p 


face the incentives and hazards of opportunism. 


Williamson (1975, p. 26) defines opportunism as involving the making of 
false or empty threats and promises (i.e., self-disbelieved) in the expectation 
that individual advantage will thereby be realized. Opportunism involves the 
strategic manipulation of information or misrepresentation of intentions which 
cannot be avoided by any type of self-enforcing commitment. A necessary 
condition for behavior to be opportunistic is that the small numbers condition 
preva isnmaniitramson, 1975,0-p. 270, Even where a large number of potential 
buyers/sellers exist, where a transaction-specific investment is necessary for 
both parties, the situation is effectively converted into one of bilateral 
monopoly. 

Recent developments in the mortgage market illustrate the idea of 
Opportunism. As interest rates rose with inflation and became more volatile, 
the period over which the rate was fixed declined from five to one year or even 
Less Homeowners discovered that when they went to renew their one-year 
mortgage their lender was able to charge them a quarter or one-half a percentage 
point more than other lenders. Why? Their present lender was able to benefit 
from the fact that other lenders required the homeowner to incur substantial 
transaction costs (a new appraisal, legal fees, registration fees) if they were 
to grant the mortgage at the going market rate. Therefore, the present lender, 
whose own transaction costs of renewing the mortgage were trivial, could exact 
almost the full amount of the borrower's cost of switching. 

In general, Williamson (1979, p. 242) notes that where transaction-specific 
investments are required to Facilitate exchange, 

both aabuyer and “seller ares strategically situatedse to 
bargain over the disposition of any incremental gain 
whenever a proposal to adapt [alter their contract in the 
face of some exogenous event] is made by the other party. 
Although both have a long-term interest in effecting 
adaptations of a joint profit-maximizing kind, each also 


has an interest in appropriating as much of the gain as he 
can on each occasion to adapt. 


Because the mutual gains may be dissipated in bargaining costs, Williamson 
(1979, p. 242) argues that "governance structures which attenuate opportunism 


and otherwise infuse confidence are evidently needed, ">° 


It should be noted 
that Williamson does not address the question directly whether transaction costs 
are a form of market failure. 

8.4 Are Transaction Costs a Type of Market Failure? 

Is the existence of transaction costs a form of market failure in the same 
way we think of public good, externalities and imperfect knowledge as market 
failures? There appear to be conflicting answers. As we shall see, K.J. Arrow, 
a Nobel Laureate in Economics, suggests that positive transaction costs can be 
considered to be a form of market failure. In his concept of Pareto optimality 
-- the criterion state from which other allocations are judged in efficiency 
terms -- transaction costs are assumed to be zero. 

On the other hand, both Demsetz and Dahlman argue that the presence of 
transactionicosts per. se is not a “typewof) market) failure; »rathers thewissue tis 
whether an alternative mode of economic organization would lower the present 
level of transaction costs. In their approach, Pareto optimality as the 
criterion should be an attainable optimum recognizing that so long as human 
beings engage in exchange there will be positive transaction costs. 

Arrow (1970, pe 61) in a "quick review of the familiar theorems on the role 
of perfectly competitive equilibrium in the efficient allocation of resources", 
notes that two implicit assumptions are that "all prices can be known by all 
individuals and that the act of charging prices is not itself a consumer of 
resources". This suggests that positive transaction costs are a type of market 


failure. So does the following remark in the same article: "in a price system, 


transaction costs drive a wedge between buyer's and seller's prices and thereby 


give rise to welfare losses as in the usual analysis" (Arrow, 1970, pe 68).- On 


the other. :hand, “<Acrow (1970, ps 63) «states that | "it is» not the presence of 
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bargaining costs per se but their bias that is relevant. If all bargaining 
costs are high, but competitive pricing and the markets are cheap, then we 
expect the perfectly competitive equilibrium to obtain, yielding an allocation 
identical with that under costless bargaining." 

This last point suggests that Arrow is thinking of competitive market 
pricing, where all the relevant information is provided in the quoted price, as 
a "substitute for bargaining “inthe sense’ of haggling “over the *terms? of ~ che 
exchange. If this is the case, then he is saying that an alternative form of 
economic organization can exhibit lower transaction costs. This brings him 
closer to the position of Dahlman and Demsetz. 

In general terms, Arrow (1970, p.- 68) argues that a market failure occurs 
when “transaction costs are so high that the existence of the market Ys) no 
longer worthwhile".’ The significance of this’ point livesingthettact ehagnin 
markéts' are Universal (and certain other conditions , hold), “a” competitive 
equilibrium is Pareto-efficient. Arrow (1970, pe 68) distinguishes between 
transaction and production costs as follows: “the former can’ be varied by a 
charge: an the mode of resource allocation, while the’ latter depend) only 2on» the 
technology and tastes, and would be the same in all economic systems". 

Demsetz (1968a, p. 33) suggests that the existence of transaction costs is 
not evidence of a market failure. He’ states “of “course -(\Ehe) existence “of 
positive transaction costs has no direct relevance to economic inefficiencies". 
He continues, "as with any cost, the question that is relevant for efficiency is 
whether or not the cost is appropriately economized". The existence of 
transaction costs means, aS we have noted, that not all potential gains from 
trade can be exhausted. 

The core issue with respect to transaction costs, Demsetz suggests, is to 


determine which mode of economic organization "realigns- resources more 


completely". Can society achieve a Pareto optimal allocation of resources by, 


Because the mutual gains may be dissipated in bargaining costs, Williamson 
(1979, pe 242) argues that "governance structures which attenuate opportunism 
and otherwise infuse confidence are evidently needed".? It should be noted that 
Williamson does not address the question directly whether transaction costs are 
a form of market failure. 

8.4 Are Transaction Costs a Type of Market Failure? 

Is the existence of transaction costs a form of market failure in the same 
way we think of public good, externalities and imperfect knowledge as market 
failures? There appear to be conflicting answers. As we shall see, K.J. Arrow, 
a Nobel Laureate in Economics, suggests that positive transaction costs can be 
considered to be a form of market failure. In his concept of Pareto optimality 
-- the criterion state from which other allocations are judged in efficiency 
terms -- transaction costs are assumed to be zero. 

On the other hand, both Demsetz and Dahlman argue that the presence of 
transaction” costs per ‘se isnot a’ typeof market “Eailure;erather -the» issue’ as 
whether an alternative mode of economic organization would lower the present 
level of transaction costs. In their approach “Paretou éptimality™as the 
criterion should be an attainable optimum recognizing that so long as human 
beings engage in exchange there will be positive transaction costs. 

Arrow (1970, pe 61) in a "quick review of the familiar theorems on the role 
of perfectly competitive equilibrium in the efficient allocation of resources", 
notes that two implicit assumptions are that "all prices can be known by all 
individuals and that the act of charging prices is ‘not itself a consumer of 
This suggests that positive transaction costs are a type of market 


resources". 


failure. So does the following remark in the same article: "in a price system, 


transaction costs drive a wedge between buyer's and seller's prices and thereby 


give rise to welfare losses as in the usual analysis" (Arrow, 1970, pe 68). On 


eur aster shana)! Arrow (1970, pe 63) states that "it is not the presence of 


bargaining costs per se but their bias that is relevant. If all bargaining 
costs are high, but competitive pricing and the markets are cheap, then we 
expect the perfectly competitive equilibrium to obtain, yielding an allocation 
identical with that under costless bargaining." 

This last point suggests that Arrow is thinking of competitive market 
pricing, where all the relevant information is provided in the quoted price, as 
a substitute for bargaining in the sense of haggling over the terms of the 
exchange. If this is the case, then he is saying that an alternative form of 
economic organization can exhibit lower transaction costs. This brings him 
closer to the position of Dahlman and Demsetz. 

In general terms, Arrow (1970, p. 68) argues that a market failure occurs 
when "transaction costs are so high that the existence of the market is no 
longer worthwhile". The significance of this: point lies. im ithe act thatgat 
markets are universal (and certain other conditions hold), a competitive 
equilibrium is Pareto-efficient. Arrow (1970, pe 68) distinguishes between 
transaction and production costs as follows: "the former can be varied «by a 
change in the mode of resource allocation, while the latter depend only on the 
technology and tastes, and would be the same in all economic systems". 

Demsetz (1968a, pe. 33) suggests that the existence of transaction costs is 
not evidence of a market failure. He states "of course the existence of 
positive transaction costs has no direct relevance to economic inefficiencies". 
He continues, "as with any cost, the question that is relevant for efficiency is 
whether or not the cost iS appropriately economized". The existence of 
transaction costs means, as we have noted, that not all potential gains from 
trade can be exhausted. 

The core issue with respect to transaction costs, Demsetz suggests, is to 


determine which mode of economic organization "realigns- resources more 
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completely". Can society achieve a Pareto optimal allocation of resources by, 
in some cases, substituting government action for market processes? By 
economizing on transaction costs we can improve allocative efficiency by 
permitting transactors to more nearly exhaust all possible gains from trade. 
Dahlman (1979, p. 142) appears to see transaction costs in much the same 
way aS Demsetz, for he states, “if there were no costs of transacting, then 
[all] potential Pareto improvement[s] could be realized by costless bargaining 
between self-interested economic agents" (Dahlman, 1979, p. 142). Dahlman 


oro pps d43)o concludes: ‘thats s8itwissenotiepossible.») to. ispecify ,any’ classeot 


transaction costs that -- given individual wealth-maximizing behaviour under 
well-specified constraints that include exchange costs -- generate externalities 
that constitute deviations from an attainable optimum..." [emphasis in the 


preaginal)].oeIn other words, transactions costs per ise do notsedenoterythenexistence 
of a market failure. 

One of Dahlman's main contributions to the discussion of whether 
transaction costs are a form of market failure lies in the following point: 
economists use the concept of a Pareto optimum in a general equilibrium system 
as the point of reference in discussing market failures such as externalities. 
However, by definition, a Pareto optimal allocation of resources (the reference 
model) contains no externalities, hence transaction costs must be zero. Dahlman 
(1979, pe 150) concludes that "the policy implication that the government must 
intervene [where Pareto optimality does not obtain for a given distribution of 


resource ownership] rests on the implicit comparison of a world with transaction 


costs with one with zero transaction costs." 
Dahlman notes that the real world is plagued by various types of 


transaction costs. It would be desirable to reduce such transaction costs, just 


on? ; 
as it would be desirable to decrease a firm's production costs However, 


"Surely there must be something more of substance in the reference to the Pareto 


wal 


optimum" (Dahlman, 1979, p. 152). In other words, to use as a reference 
standard to measure the efficiency of different allocations of resources a 
definition of Pareto optimality which excludes any transaction costs, is to 
create a criterion that is’ empty of soractical significance.  “Dahilman» (19797 pps 
152-153) argues that the reference standard from which we measure distortions 
due to market failures such as externalities, “should include: [transaction] 
costs in the constraints that Specify the Pareto optimal 
solution..." He offers two reasons. First; not ‘all «market! fallures arel Pareto 
relevant, i.e., not all are worth reducing to zero. Second, following Demsetz" 
(1969) “critiquen off Axrowy? “Leiiis “aPdiegical fallacy--tole Use *asaviranemor 
reference 4a world ant which transaction” ‘costs: ‘are ™ zeropectonm that) iwomldhis 
unattainable, given human behavior in our world." Transactione costss are 
inherent and unavoidable in market exchange processes involving human beings. 
The more general point for welfare economics is that the criterion should be 
attainable in principle. 

Herbert Simon (1957, p. 198) reminded us almost three decades ago that "the 
capacity of the human mind for formulating and solving complex problems is very 
small compared to the size of the problems whose solution is srequired for 
objectively rational behavior in the real world". Therefore, man must function 
in a way Simon describes as bounded rationality. 

TE Dahimant:ss(19797° p.2158) approach (“transaction scosts ) area necessary 
cond ttion« forssdeviation from an attainable optimum “to. persis h")o Mie adopted, 
under what conditions are transaction costs a "problem"? First, we should note 
that the existence of transaction costs is not a market failure per se. The 
problem -- which should be described as an “organizational failure" -- occurs 
when actual transaction costs are greater than the lowest attainable level (but 


not zero). So long as transaction costs could be reduced by-substituting one 
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form of economic organization for another, an "organizational failure" 
exists.” A change in mode of organization may involve substituting government 
action for markets where the former includes the establishment of liability 
rules, structural rules or the direct provision of goods and services based on 
decisions derived from political markets. Or it may involve the substitution of 
hierarchies for markets -- see Williamson (1975). 

Dahiman, (1979,,. p. 161), concludes that “un ,the. final <~nalysisa.:.. market 
Failures are not what is the matter with the world, [they do not] prevent us 
from re-establishing the Garden of Eden here on earth -- our sad state of 
affairs is rather due to positive transaction costs and imperfect information". 


Transaction costs prevent Pareto optimal bliss from ruling sublime. 
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Notes to Chapter 2 
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The idea that the existence of a market failure is not a sufficient 
condition for a government to intervene is discussed in Stanbury (1985, 
Chapter 5). 


I note that there are at least three concepts of economic efficiency of 
which MaLiocative —Crticiency Ys ““omly “one. The others are technical 
efficiency and dynamic efficiency. The former is a static measure of how 
closely a firm is able to achieve the lowest attainable level of costs, 
given factor prices, and technology. When a firm's actual costs are above 
the lowest level attainable, we often say - following Leibenstein - that 
the firm is subject to X-inefficiency. Dynamic efficiency is a less well 
specified concept based on the idea of the efficiency of a firm ove time, 
iee., its ability to create and utilize technological change to increase 
output per unit of input and to create new products and services that are 
more highly valued by society than current ones. In general, see Shepherd 
(19579) 


As @T ~“stialk’ make clear ‘in "Section 8, Dahiman (2979) “argues that. Leis 
analytically empty to assume zero transaction costs in the reference 
standard against which all other allocations of resources are to be 
measured. 


Tals sam usiwopery. concept.  seerscherer (1980). 
See the discussion in section 4 below. 


See, for example, Kaiser (1982), MacCrimmon (1983) and Gorecki and Stanbury 
(1984). 


See, for sexamncle, Trepilcock et al. (1973), Stanbury and Lercmer, “(loco 
Baggaley (1982). 


This term, for example, was used by Musgrave (1958) and by Alt and Chrystal 
(DOOM yeep oe Suni) re 


See Maital (1979) for a different approach using survey data. 


Samuelson (1969, p. 98) refers to Pantaleoni (1883), Sax (1883), Mazzola 
(1890), Wicksell (1896) "and above all" to Lindahl (1919). 


Samuelson (1969) and Musgrave (1969), among others, emphasize that while 
the public sector must provide public goods, it need not produce them. 
Provision usually requires the imposition of taxes which may be used to pay 
private firms to actually produce the goods. Distribution, however, is 
usually (but need not be) reserved for a public authority. 


Dorfman (1969, p. 250) puts 1t this way: 
public goods are those that are consumed jointly rather 
than severally. They are goods that place us all in the 
same poat willy-nilly. They have no marginal cost that 
can be assessed, even conceptually, against an individual 
occasion of use. Therefore, they cannot have declining 
marginal costs. 
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Page (1983, p. 147) observes: 
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Curiously, many public goods, which are supposed to be 
indivisible, are provided in quite divisible fashion and 
parcelled out in what Lowi calls a "distributive" manner 
among congressional districts. Local contracts and other 
interests seek concentrated private benefits from providing 
these public goods while the general public tends to be 
unaware of their diffuse costs. Hence, vote-seeking (and 
money-seeking) congressmen want pork barrel projects of post 
Offices) military’ bases; tdans'f¥ and these like? Ofor ?rtheir 
districts, and bureaucrats happily allocate programs to 
expand congressional support. 


On a more national basis, too, relatively monolithic 
interest groups tend to dominate the policy-making process. 
Public goods (unlike, say, social welfare policy) do not 
usually divide business from labor orf one economic sector 
from another. Practically all organized interests who care 
about the subject favor military spending, highway building, 
and space exploration. Thus; "such "goods "*tenda’ tor be 
overprovided and to be provided in ways that are inefficient 
and excessively favorable to high-income people (Page, 1983, 
pp 147) % 


Olson (1965) shows that public goods may be provided as a “by product" of 
activities by voluntary organizations to provide individually appropriable, 
excludable goods or services. 


Page argues that there may be a "Structuralist" explanation for the large 

size of the government in the economy. It emphasizes that 
in any capitalist economy (perhaps in any market system) it 
is a functional imperative that government provide tools 
that the market fails to provide efficiently. Otherwise 
everyone loses. And the more advanced and industrialized 
the economy, the more externalities there are likely to be 
-- the more smoke and garbage and noise and congestion; the 
more people and things to defend from attack, and the 
fancier technology for doing so; the more sophisticated 
scientific research; the more interdependence in every 


sphere of life -- hence the more spending needed on public 
goods (and, if people believe in limited budgets, the more 
money diverted from possible redistribution) (Page, 1983, 
Des lS4)s 


The discussions over the exact nature of various types of goods can be 
arcane and not very fruitful. Samuelson (1969, pe 109), who is both 
theoretically powerful and also prachical) ‘statese that) ~ithe useful 
terminology should be: "pure private goods in PbS 4 Five market mechanism 
works optimally, possible close approximations to them, versus the whole 
Field of consumption-externalities or public goods". 


There are other goals embodied in this policy -- see Gorecki & tanbury 


(1984). ; 


This ignores the problem of "second best". See Lipsey & Lancaster (1956). 
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This assumes that the social costs of intervention are less than the social 
costs of living with the market failure. Some externalities are not worth 
correcting, e.g., if the neighbour has only one or two loud parties per 
year, to which you are not invited, you are unlikely to go to the effort of 
getting city hall to pass a new anti-noise ordinance. You may, however, 
request an invitation or ask the revellers to “cool it" if your sleep is 
being disturbed. Generally, see Stanbury (1981, Ch. 5). 


The response of the firm depends upon the price elasticity of its "demand 
function" for pollution. Even very wealthy firms may sharply reduce their 
volume (Of sal pollutant. 1£ (the: -cost of “the, tax) is) more(ehanyrne "cost wor 
abatement. However, some people feel that taxing pollution amounts to 
invl@el ty .civangeescne rich “the "right to Jpol lute.® Hence they favour 
regulation to either prohibit certain emissions entirely or to reduce them 
toa “*tolerable® Wevel. 


See section 6 below. 


This is because the cost of asserting the right on behalf of all the owners 
(and it is not «clear one person could actually bring such an, action) is 
almost certainly less than the benefits the individual can receive from 
preventing the pollution. All the other owners can be “free riders.” In 
such cases, class actions may be a solution. 





Coleman (19847 pe 4665)) points. out that transactbionscosts) may) be, necessary 
to induce successful negotiations between private parties. 


It is not unreasonable to view significant negative externalities largely 
as distributional issues. As a frequent long distance air traveller I 
believe it is unfair/inequitable that I should be made distinctly worse off 
(aesthetioatiiy, inwterms= tof objective health risks; land gne Germs of) ary 
cleaning costs) by the emissions of smokers. To me,;linvithis- sieuation fae 
least, efficiency considerations are less important than inequity of having 
to bear costs, involuntarily, for the pleasures of other individuals. 


Bator (1953) points out that the Marshall-Pigou prescription: to. harmonize 
private production decisions with. public welfare by taxing, those-industries 
with rising supply curves and subsidizing those who enjoy externalities has 
been drastically altered over time. Today the modern formulation of 
external technological economies is assimilated under the broader doctrine 
of direct interaction: 


Such interaction whether it involves producer-producer, 
consumer-consumer, producer-consumer, Or employer-employee 
relations, consists in interdependencies that are external 
to. the price system, hence unaccounted for by market 
valuations. Analytically, it implies the nonindependence 
of various preference and production functions. Les 
effect is to cause divergence between private and social 
cost-benefit calculation (Bator, 1958, p. 358). 


I am indebted to Fred Thompson, Columbia University, for assistance on the 
balance of this subsection. 
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Jeanniot's discussion was contained in a comment on Reschenthaler and 
Stanbury (1983) submitted to Canadian Public Policy and later withdrawn 
after Reschenthaler and Stanbury had written a reply and both articles had 
been typeset, 


Reschenthaler & Stanbury (1983) show that the airline industry does not 
have the structural characteristics outlined by "Kahn? (1972)? Sthat® will 
produce truly destructive competition. 


The term "rent" will arise in this study in several different contexts. 
Economic rent with respect to a natural resource refers to the difference 
between the market value of the resource less the costs of harvesting 
including any processing activities to put it into the form desired by 
buyers. This net amount accrues to the owner of the resource and, in 
effect, is attributable to the bounty of nature. Economic rent is a term 
also used by some authors to refer to the returns to owners over and above 
the normal return on their capital. In other words, the excess profits of 
a monopolist are described as economic rent. Most economists would refer 
to such temporary excess profits as a quasi-rent. 


Obviously, both these uses of economic rent must be distinguished from the 
monthly rent payment made by a tenant to a landlord. In this case, rent is 
merely a term used to refer to the payment for a specific bundle of rental 
Services (i.e., price times® quantity of standardized’ quality constraint 
rental services). 


Such payments for rental services may or may not contain an element of 
economic rent in the sense of a payment to a factor of production over and 


above its minimum Supply price. If “the*%hendlord -is@earning "a rate of 
fpetuenwabove’ Nis “opportunity cost == the rateeot return onWene= next “best 
Spportunity. “foregone! \=- “then»the! rental payment Mnclades Marneéelement of 


economic rent. 


The professions themselves often make it very difficult for consumers to 
acquire information about the price and other charactericstics of the 
services they provide. On the legal profession's control over advertising, 
see Stanbury (1983) and the papers in Evans and Trebilcock (1982), e.g., 
Evans and Wolfson (1982) and Trebilcock (1982). See also Hudec and 
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Sse the discussion in Trébilcock et al. (1979) who refer to the problem of 
"nrotecting vulnerable interests." 


Generally, see Trebilcock et al. (1979) and Professional Organizations 
Committee (1980). 


The various types of contracting relationships are discussed in Williamson 
(1.9791). The important point is that neoclassical micro-economic theory 
assumes that all transactions (contracts) are anonymous, discrete rather 
than continuous and that all the relevant information is conveyed in the 
price. See note 35 below and Macneil (1978). 
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Transaction costs are analogous to barriers to trade. Comparative 
advantage, and differences in preferences means that there are gains from 
trade up to some point, i.e., equilibrium. However, when transaction costs 
are present they inhibit trades at the margin that, in their absence, would 
make both parties better off. Therefore, the presence of transaction costs 
prevents the attainment of an equilibrium that is Pareto-optimal as there 
are unexploited gains from trade that cannot be obtained by reason of the 
"barrier" of transaction costs. 


Dahlman's (1979) analysis seems to imply that the only true market failure 
is the existence of imperfect knowledge. If transaction costs were absent, 
all the others could be reduced by bargaining to the efficient Lbevelaw But 
transaction costs themselves are not a form of market failure. See section 
8.4 below. 


Neoclassical microeconomics implicitly assumes that economic transactions 
(CONEG AGES) Prame:s 
° fully specified and certain; 
~ discrete (all elements of the exchange are encompassed in a single 
transaction; there is no on-going relationship between buyers and 
sellers; each transaction is independent of each other); and 
~ anonymous -- all that matters is whether the price is paid and goods 
handed over. 


In reality, we know that: 


© uncertainty is pervasive, but all contingencies cannot be specified in 
advance; 

° buyers and sellers have "memories"; 

° some types of exchanges are almost continuous rather than discrete; 

° there is the possibility, because of imperfect knowledge and 


asymmetedies iin thes pelationship between . fransactors , for actors ro 
behave opportunistically, i.e., self-interest seeking behaviour with 
guile; and 

° all exchanges are not anonymous. 


The balance of Williamson's (1979) article is devoted to this task. 


More generally, see Ouchi (1980), Jones (1984) and Williamson (1975). 


Chapter 3 


GOVERNMENT ACTION TO ALTER THE DISTRIBUTION OF 


INCOME, WEALTH, OR CONSUMPTION OPPORTUNITIES 


"In general, the art of government consists in taking as 
much money as possible from one class of citizens to give to 
the other" (Voltaire). 


1.0 INTRODUCTION 
1.1 The Importance of the Desire to Redistribute Income 

People have strong feelings about "who should get how much of what" in the 
economye These feelings translate into the normative bases of using the power 
of governments to try to alter the distribution of income, wealtn or consumption 
opportunities produced by the combination of market forces and the distribution 
of original endowments. Indeed, it has been argued that more government 
intervention is attributable to the desire to alter the distribution of income 
than it is to improve allocative efficiency. See Stanbury and Lermer (1983) and 
Trebilcock et al., 1978. The desire to redistribute income may be purely 
selfish (to increase one's income at the expense of another's) or it may be 
predicated on more widely-shared values concerning the appropriate distribution 
of rewards in society. 

The redistribution ethic is deeply entrenched in the set of ideas that 
shape public policy in Canada (Hardin, 1974). Doern and Phidd (1983, p. 571) 
identify as one of the “overriding challenges to Canadians" in the 1980s and 
beyond, the genuine redistribution of income so as to achieve greater equality. 


The panopoly of programs whose stated design is to redistribute income have 


"not redistributed resources between rich and poor in a significant way". In 
their view, "the Canadian social fabric cannot withstand a decade of postponed 
redistribution while worshipping only at the alter of efficiency" (p- 572). At 
the same time, "major steps to improve efficiency are concurrently necessary and 
indeed unavoidable". Doern and Phidd (1983, pe 572) argue that this will 
require "immense amounts of honest public debate, high levels of SOCl ale trusty, 
and interaction, and major institutional reforms". 

Nozick (1974, p. 232) suggests that "the legitimacy of altering social 
institutions (including the distribution of income and wealth) to achieve 
greater equality of material condition is, though often assumed, rarely argued 
fOr. While the "legitimacy of altering social institutions" may not be 
explicitly addressed in the normative literature on income distribution, there 
are myriad arguments why it is desirable for government to act to alter 
distributive outcomes. Overwhelmingly, such arguments favour a more egalitarian 
distribution of income, wealth or consumption opportunities. Egalitarianism is 
an extraordinarily powerful idea. Indeed, in a democracy, it seems there cannot 
be too much equality. 

Robert Nisbet (1974, p. 103) argues that barring war or catastrophe, “the 
idea of equality will be sovereign for the rest of this century in just about 
all circles concerned with the philosophical bases of public policy". Tia nas 
Hall the srequisites, of ecoming a religious <= -a providential idea s1mvour 
affluent age". Nisbet (1974, pe 105) goes so far as to argue that the strongest 
promoters of egalitarianism -- largely intellectuals -- are proclaiming "God is 
not dead; God is equality". Equality of opportunity, together with equality of 
basic rights, protected =<- albeit imperfectly -= by constitutional law, are not 
enoughe Both Nisbet (1974) and Bell (1972) argue that equality is now being 
interpreted, with the aid of Rawls (1971) and Jencks (1972) for example, as 


equality of result. The point is that concerns about equality have long since 


gone far beyond the matter of political rights and have become focused on the 


distribution of income. 
1.2 Basic Choices 


Individuals face a fundamental choice in the task of maximizing their 
expected utility. They must decide how to allocate their energies between 
traditional economic markets and political markets. With respect to the former, 
they must decide whether to start a new business, create new products for an 
existing one, or find ways of becoming more efficient and thereby increase the 
returns on their financial capital. On the production side of the market, the 
role of most individuals lies in the supply of their own labour. Decisions on 
how to improve the income obtained from one's labour include determining the 
amount of investment in human capital by education or specialized training, and 
the decision as to which employer to work for in which location. 

Alternatively, individuals may seek to change their own level of income or 
wealth by getting a government to alter the distribution of income produced by 
the market. They may seek government action in the form of tariff or non-tariff 
barriers, protective regulation or transfer payments of various types. They may 
even seek a patronage appointment that pays a generous salary. To obtain these 
benefits will require action (and the expenditure of resources) in political 


a 


markets. Risks must be incurred, but success in obtaining government 


intervention can both increase the individual's income and reduce the riskiness 


of his environment. 


The state has enormous powers to regulate, spend, tax, and purchase goods 


and services for the benefit of some individuals but not others.! In short, the 


state has enormous power to redistribute income. 2 While the concept of free 


enterprise and competitive markets may be philosophically attractive, it is of 


little comfort when the rigours of competition threaten both one's peace of mind 


} i i i e to su rt the argument 
and one's pocket book. There 1s considerable evidenc ppo g 


that more and more people have chosen to act in political markets to raise their 
incomes -- even at the expense of a lower level of national income. Most of the 
positive theories of government action are based on the idea that individuals 
and groups seek to induce governments to act in ways that will improve their 
economic position (Stanbury and Thain, 1985; Hartle, 1983, 1984). For example, 
agricultural supply management marketing boards are sought by farmers in order 
to raise their income at the expense of the consumers of their products -- see 
Stanbury and Lermer (1983), and Lermer and Stanbury (1985). 

Rational self-interested behaviour in the face of the fact that the 
allocative efficiency isoa public good leads to political action to redistribute 


income in one's own favour. 2 


The extension of ‘the franchise, so»ethatyit-as now 
virtually universal among adults, facilitates the process of using the 
government to alter the distribution of income, wealth or consumption 
opportunities just as the prior vastly unequal distribution of wealth )serves. to 
motivate efforts to obtain redistribution.4 
1.3 The Means Count 

Actions by government that are designed to redistribute income/wealth are 
almost ubiquitous. Many take the form of (ex ante) constraints on market forces 
rather than taxes and transfers imposed "after" the market has effected its 
allocation of resources. Stigler (1982, p. 14) suggests that the imposition of 
constraints on the free operation of supply and demand such as a price ceiling 
"is not an act of defiance against the law of demand. Rather, sc smamde cision 
based upon a preference for another system of assigning goods and distributing 
income." In fact, two issues are involved: the desire to alter the distribution 
of income that would be produced by market forces; and the fact that individuals 
have preferences concerning the process by which it is decided who gets what. 


In other words, the means the government uses to alter the distribution of 


income matter. As» Evansr9(1982, «p.1 7471) «puts; it; “inetfact ,pearecipients, taF 
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[government] transfers strongly prefer them to be tied to productive activity. 
Their welfare is lowered by direct transfers. Given this structure, regulation 
may well be the optimal redistribution device." On the use of regulation to 
redistribute income, see Stanbury and Lermer (1983). 

The focus of this chapter is on the normative arguments for government 
actions to alter the distribution of income. In general, the means by which 
this is done are ignored in order to concentrate on the nature of the arguments 
in principle. 

1.4 From Positive to Normative 

Normative arguments for government intervention on the basis of economic 
efficency can be transformed quite easily into positive theories of government 
action. Here I note that positive theories based on distributional 
considerations can also be formulated as normative propositions. For example, 
Posner's (1971) “taxation by regulation" is a positive theory of government 
regulation, i-e., governments introduce direct regulation (price and entry 
controls) as a device to redistribute income among various classes of consumers 
who purchase the regulated product or service. See Stanbury and Thain (1985). 

Posner's positive theory can be reformulated as a normative approach to 
regulation by arguing that government ought to impose direct regulation so as to 
effect a redistribution among particular groups of customers. This should be 
done, for example, in order to ensure that "basic telephone service" is 
"universally" available because its low price makes it “affordable" to virtually 
every household. Moreover, it is argued, it is desirable to charge the users of 
long distance service more than twice what it costs to produce because most of 
sinesses and they should pay a price that is commensurate with the 
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"value of service" (potential economic benefits of the call) they receive. 


1.55 “Economic Theory and the Maximization of Social Welfare 


It is important to distinguish between actions by government that may make 
the allocation of scarce resources Pareto optimal and those that maximize the 
welfare of society. When resources are allocated as efficiently as possible, 
iee., Pareto optimality obtains, there is no way of making anyone better off 
without making at least one other person worse off. It should be emphasized, 
however, that the Pareto criterion rules out interpersonal comparisons of 
utility. Indeed, it was created by the distinguished sociologist Vilfredo 
Pareto precisely to address the problems associated with making interpersonal 
comparisons of utility. (See the discussion below.) 

In addition to some fairly restrictive technical assumptions (see Bator, 
1957), not the least of which is the existence of an equilibrium, a Pareto 
optimal position is defined in relation to some (given) set of original resource 
endowments, and some (given) distribution of such endowments. If these 
assumptions are changed, a different Pareto optima will be produced. How then 
do we determine if a change in the allocation or distribution of resources is a 
"goodathing. That is, how do we determine if it improves society's welfare? 
This, requires» the introduction, at least’ implicitly, (of ‘a -social,welfare 
function (SWF). A SWF is a mechanism for aggregating across the interests of 
individuals in society. As Evans (1982, p. 463) points out, "‘ought' statements 
about economic policy can be interpreted as judgments about actions that will 
increase the social welfare function. '‘Optimal' policy is defined as that which 
maximizes such a function." But as Evans (1982, p. 463) notes, the concept of a 
SWF itself necessarily incorporates a number of important value judgments. 
These include the following: 

- Is the function to be based on the preferences/utility of individuals or 


upon man's interpretation of the Deity's preferences? 


- If the SWF is to be based on the welfare of individuals, over what group of 
individuals is the function to be defined? Do the unborn count? 

- What weights are to be assigned to the welfare of various individuals? 

- What entities should be included in each individual's utility function? 
Should some goods, services or processes that provide utility/disutility to 
some individuals be "ruled out"? Do we include preferences for heroin, for 
example? 

« How do we handle interactive utility functions of individuals? A mother's 
utility may depend on the level of education of her children or the 
children's system of personal values. As Evans (1982, p.- 465) remarks, 
“values are placed on collective perceptions -- military strength, athletic 
fitness [think of the 1984 Olympics], godliness". 

In ‘practical terms, ‘a SWF requires ‘some explicit =<" or more ‘likely, 
implicit -- value judgments about the relative "deservingness" of different 
individuals. When these are incorporated into the analysis, society's welfare 
can be increased both by improving the allocation of resources and by altering 
the distribution of income (see Bator, 1957; Sen, 1970). Indeed, it may be 
possible to improve society's welfare by reducing allocative efficiency and 
simultaneously altering the distribution of income. However, it is one thing to 
make such value judgments; it is quite another to find widespread agreement for 
them. This may explain the great variety of normative arguments over why 
government should act to make the distribution of income more egalitarian. 

On the grounds that it is impossible to find agreement upon the relative 
deservingness of individuals, and because, it is argued, some individuals should 
not have the power, via the state, to take from others for their own benefit, 
some people insist that the Pareto criterion be applied. To this point Evans 
(1982, p- 465) replies, "in practice, insistence on the Pareto criterion, or 


non-comparability of utilities across persons (the 'moral monstrousness' of 


sacrificing one person's interests for other's) amounts to denial of the 
legitimacy of any economic policy at all". The reason for this is because most 
policy actions, even if they improve allocative efficiency, make some 
individuals better off and others worse off. In order to deal with some of 
these cases, the Kaldor-Hicks criterion was proposed. Itwholdsimthatiagipo Licy 
action should be undertaken where, in principle, the "winners" could compensate 
the “losers" and still have something left over. As has frequently been pointed 
out, this approach might command considerable support if compensation was 
actually paid, and if transaction costs did not absorb the surplus, and if money 
could indeed fully compensate the losers for their assessment of their losses. 
Since these conditions do not hold, the problem remains. Therefore, implicitly 
or explicitly we must make judgments concerning the relative deservingness of 
individuals if we are to draw conclusions about how a particular action will 
affect society's welfare. 

I now examine some of the arguments for altering the distribution of income 


as determined by market forces and original endowments. 


2.0 UTILITARIANISM 
2-1 The Greatest Good for the Greatest Number 

The utilitarian perspective holds that society, hence governments, should 
seek "the greatest happiness of the greatest number". By this phrase Jeremy 
Bentham meant simply that the more good there is in the world the better, and 
since every human being counts as one (and only one), the more widely good is 
distributed the better (Hospers, 1972, p. 199). When translated into income 
distribution, utilitarianism can be the basis of statements such as "extreme 
inequalities [of income or wealth] reduce the overall happiness of mankind" 


(Page, 1983, Pe Bis 
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In 1883 the English utilitarian Henry Sidgwick, referring to Bentham, 
argued that "the more society approximates to equality in the distribution of 
wealth among its members, the greater on the whole is the aggregate of 
satisfaction which the society in question derives from the wealth it possesses" 
(cited in Breit, 1974, p. 5). Stanley Jevon's contributions on marginal utility 
prompted the distinguished economist Edwin Cannan in 1902 to argue that a 
normative proposition was now grounded on positive science: "Moralists and 
Statesmen have long seen the evils of great inequality of wealth, and now, 
thanks to modern discoveries in economic theory, the economist is able to 
explain that it is wasteful" (as quoted in Breit, 1974, p. 5). Thirty years 
later, Pigou (1932) argued that "‘'the law of diminishing marginal utility" ... 
leads securely to the proposition: any cause which increases the absolute share 
of real income in the hands of the poor, provided that it does not lead to a 
contraction in the size of the national dividend [GNP] from any point of view, 
will, in general, increase economic welfare". For Pigou (1932, p- 89), it was 
evident that "any transference of income from a relatively rich man to a 
relatively poor man of similar temperament, since it enables more intense wants 
to be satisfied at the expense of less intense wants, must increase the 


aggregate sum of satisfactions". 


2.2 Can We Make Interpersonal Comparisons of UCiTi ty? 


However, it was also in 1932 that Lionel Robbins published his An Essay on 


the Nature and Significance of Economic Science. In it he argued persuasively 


that scientific economics could not be used to justify statements about the 
desirability of particular distributions of income/wealth. The crux of his 


argument is that individuals cannot make, on any scientific basis, interpersonal 


comparisons of utility/satisfaction. As a result, says Breit (1974; p. 7), “the 


idea that redistribution of income was a scientifically grounded policy lingered 


on only in the economic underworld". However, as Breit points out, Abba Lerner 


in his book The Economics of Control (1944) sought to overcome Robbins’ 
injunctions in "one of the most remarkable analytical feats in economic science" 
(Breit, 19743) p.. 8). However, Lerner's Achilles heel is that his “analysis 
rests on the implausible idea that incentives are not affected by the 
redistribution; that the income being divided has been received by chance and is 
in no way related functional distribution" (Breit, 1974, p. 9)- Therefore, if 
one finds these assumptions unacceptable, the force of Robbins' criticisms is 
unabated. 
2-3 Utilitarianism and Income Equality 
"Page (1983, p. 5) asserts that "if we are willing to accept a few 
assumptions ... utilitarian reasoning leads to advocacy of complete equality [in 
the distribution of income)". What are these assumptions? First, we must 
accept the utilitarian postulate of the desirability of achieving the greatest 
good for the greatest number. Second, we must be willing to make interpersonal 
comparisons of utility. Third, we must assume that there is diminishing 
marginal utility for money. Fourth, we must assume that a given amount of money 
can purchase the same amount of happiness for each individual, although it may 
be spent in vastly different ways. Sixth, it must be assumed that the total 
amount of income available for distribution is fixed. 
Regarding the matter of interpersonal comparisons of utility, Page (1983, 
p- 6) rejects the typical economist's unwillingness to make such comparisons. 
To refuse to compare the happiness of different individuals 
even in principle is virtually to refuse to make evaluations 
of income distributions and, in effect, to accept whatever 
the status quo may bring. It is also to shut one's eyes to 
a form of judgement we make every day. Sympathy and 
imagination, important human virtues, are both based on 
putting ourselves in another's place and comparing the 
other's happiness with our own. Most of us are convinced 


that the poor are less happy than the rich because we know 
we would be miserable in their circumstances. 


As a practical matter, however, the last assumption -- that the total amount of 
income available for distribution is fixed -- may be the most important. In the 
real world it seems clear, although the precise relationship is not known, that 
the total volume of output is influenced by the way that it is distributed. In 
other words, it may be that a more egalitarian distribution will not maximize 
the total amount of income produced although it may improve society's welfare. 
Page (1983, p.- 7) points out that "under these circumstances, even Rawls 
‘maximin' criterion [see section 6.6] would dictate some tolerance of inequality 
in order to maximize the welfare of the least well off." 

The interesting thing about the utilitarians such as Bentham and Mill is 
that they did not specify what to do if the objective of the greatest possible 
amount of happiness was met with a substantially unequal distribution of income 
or wealth. Obviously, this clashes with the powerful idea of justice as 
equality of treatment. The conflict may be "resolved" if we take into account 
the problem of incentives of wealth creation. It may be that to stimulate the 
kinds of behaviour that increase wealth by the greatest amounts, it is necessary 
(in a functional sense) to offer substantially unequal rewards to individuals. 
For some ae however, the resulting distribution of income/wealth will be 
sufficiently unacceptable that they will prefer a lower total wealth for society 


in order to achieve a less unequal distribution of that wealth. 


3.0 MEETING BASIC HUMAN NEEDS 

It is frequently argued that governments should redistribute income in 
order to ensure that everyone ~-~ regardless of their ability, effort or even 
deservingness -- has sufficient income to meet their "basic human needs" such as 


food, clothing and shelter. 


Redistribution of income in order to satisfy basic human needs is probably 


based on the idea that "the social conscience is more offended by severe 


inequality in nutrition and basic shelter, or in access to medical care ["the 
necessities of life and health"] or to legal assistance, than by inequality in 
automobiles, books, clothes, furniture, boats" (Tobin, 1970, p. 265). Thurow 
(1981, p.- 155) remarks that "ethically we have been committed for many centuries 
to the idea that a '‘good' society does not let families’ starve on the street. 
With this commitment comes the responsibility for providing a minimum family 
income if the family is, for whatever reason, unable to take care of Lesa cn: 
The Fabians offered a needs-based argument in favour of at least a minimal 

welfare state in which the government provided every citizen with goods, 
services and opportunities deemed essential to a decent way of life. Gutmann, 
(1980, pp- 70-71) summarizes the Fabians' perspective as follows: 

Given that adequate shelter and sustenance are universal 

prerequisites to happiness, that each person's happiness 

counts equally, and that the marginal utility of income 

and wealth progressively diminishes, then the satisfaction 

of the basic needs of the poor ought to have priority over 

the satisfaction of the desires of the rich. 
The Fabians argued that the free market, given the initial distribution of 
resources produced a vastly unequal distribution of income/wealth. It was so 
unequal that it undermined the realization of human equality and the dignity of 
every person, for they observed that “millions of ... fellow creatures ... sweat 
and suffer in hopeless toil and degradation." The Fabians' case for socialism 
began with what they saw as the obvious need to ensure that everyone has the 
basic necessities of life. At the very least, government action is justified to 
prevent "destitution" which was defined by the Webbs as "the condition of being 
without one or other of the necessaries of life, in such a way that health and 
strength, and even vitality, is so impaired as to eventually imperil life 
itself" (cited in Gutmann, 1980, p- 72.). They recommended government action to 
attack the sources of "primary poverty": unemployment, poor medical care, 
inadequate child-care services, poor education and insufficient provision for 


old age. 


Perhaps the most well known exponent of the "needs" approach to government 
action to redistribute income is Bernard Williams (1962). In: the case” tor 
medicare, for example, he has argued that "leaving aside preventative medicine, 
the proper ground of distribution of medical care is ill health: this is a 
necessary truth." However, wealth or a certain level of income is necessary in 
order to purchase treatment. Therefore, those whose needs are the same will not 
receive the same treatment. This he describes as an “unnatural state of 
affairs." It is an easy leap, by his logic, to advocate government action to 
see that where such important needs exist they are met. 

Nozick .(1974;" p. 234) states that Williams' argument amounts to the claim 
that "society (that is, each of us acting together in some organized fashion) 
Should make provision for the important needs of all ‘of its members." Of 
course this is not a new proposition. It ignores, however, "the question of 
where the things or actions to be allocated and distributed come from" (Nozick, 
1 7AG ip. "235)'- In Nozick's view, Williams ignores the rights of those whose 
holdings are to be reduced to finance the basic needs of the poor. / 

Tobin (1970:,~ p’?264) “distinguishes between "specific: egqaliearianism and 
"general egalitarianism." The former is based on "the view that certain 


specific scarce commodities should be distributed less unequally than the 


ability to pay for them. Candidates for such sentiments include basic 
necessities of life, health and citizenship." General egalitarianism, on the 
other hand, is concerned with the distribution of income and wealth. Tobin 


(1970, p- 264) remarks, “while concerned laymen who observe people with shabby 


housing or too little to eat instinctively want to provide them with decent 


housing and adequate food, [many] economists instinctively want to provide them 


. . ; i i flict over rent controls as 
with more income." This statement epitomizes the con 


a means of ensuring that low-income households obtain "affordable housing" -- 


see Stanbury (1985)- 


Closely related to the idea that redistribution is justified/desirable to 
ensure that everyone's "basic human needs" are met, is the idea that 
redistribution should be undertaken to alleviate poverty: a condition of having 
insufficient funds to maintain a (socially) acceptable standard of living 
(Osberg;, 198 1,6 p<5.53))« I now turn to this argument for government action to 


alter the distribution of income. 


4.0 ELIMINATING/AMELIORATING POVERTY 

Sowell (1981, p- 35) argues that most people are concerned with the idea of 
poverty, not the distribution of income: "they are anxious that children should 
not go to bed hungry, that families should not live in leaky, rateinfested 
homes. They are saying that there is some minimum standard of material living 
that should be enjoyed by all members of the society. The precise level of that 
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standard can be and is debated; the general goal is quite clear." Sowell also 


argues that the public does not worry about what share of total income goes to 
which quintile, .or, decile. He goes even further to say "even the poor are 
unconcerned about redistribution to equalize incomes" (Sowell, 1981, p.- 36).? 
In his view, 

problems arise because .some, individuals, =<- typically 

intellectuals, politicians, and journalists ~=— eA 

concerned with eliminating what they call "disparities" or 

"inequities" in the distribution of income, wealth, or 

economic power. Politically, this group of 

redistributionists promotes its goals by playing on the 

public's concern over poverty and its alleviation (Sowell, 

IQS 1a Ds. 30 )c 

In Sowell's (1981, p- 42) view, the "basic conception of poverty is the 


existence of people who are below some given [apparently absolute] standard of 


Living over some substantial period of time."19 4 major problem arises when the 


definition of poverty is frozen in statistics and then, in some cases, 


incorporated into legislation. The "causes" of poverty, whether examined at the 


interpersonal level between regions, or between nations, are not well 
understood. "In the area of race, there are many heavily moral factors that are 
assumed to be heavily important causal explanations of poverty. Yet very little 
effort has been made to actually test whether that is so or not"!! (Sowell, 
Iee1 Pipa 45). 

While many schemes aimed at the redistribution of income and wealth are 
justified “in the name of améliorating poverty) ‘Sowell (1981, p. 50) has 
concluded that "the most productive thing the (United States) government could 
do is to stop making things worse" for the poor. 

Banenand wencks) 1(19:/73,) p-43) SoLtisee a quite different concept of poverty, 
stressing relative rather than absolute deprivation: 

ese poverty is a condition of relative rather than absolute 

deprivation. People feel poor and are poor if they have a 

lot less money than their neighbors. THis “tis "true 

regardless of their absolute income. Te. OL Lowss. that we 

cannot eliminate poverty unless we prevent people from 

falling too far below the national average. The problem is 

economic inequality rather than low incomes. 
With respect to education, for example, they have concluded that “equalizing 
opportunity will not do very much to equalize results .-. hence it will not do 
much to reduce poverty" (p- 4). In their view, official measures based on 


absolute standards fail to appreciate the perception that despite rising average 


affluence, many Americans see themselves as poor “both by their own standards 


and their neighbours'." 


Public opinion surveys show, for example, that when people 
are asked how much money an American family needs to "get 
by", they typically name a figure about half what the 
average American family actually receives. This has been 
true for the last three decades, despite the fact that real 
incomes (incomes adjusted for inflation) have doubled in the 
interval. (Bane and Jencks, 19737 pee a) 


They argue that the "cost of living" is "not the cost of buying some fixed set 


of goods and services. It is the cost of participating ina social system. It 


therefore depends in large part on how much other people habitually spend to 


participate in the system." In their view, "people with incomes less than half 
the national average will not be able to afford what "everyone" regards as 
‘necessities'." 

What conclusions follow for public policy? Bane and Jencks (1973, p- 5) 
argue that "the only way to eliminate poverty is --- to make sure everyone has 
an income at least half the average." This would appear to imply that the 
distribution of income be made much more egalitarian, hence, the fraction: Of yene 
population that is poor, according to their definition, is made much smaller. 
Or, it suggests that the distribution of income be truncated by massive 
transfers for the lowest income recipients. !4 

In addition to using the existence of and concern for poverty (often ill 
defined), and the poverty of specific groups (the aged, depressed regions, 
disadvantaged minorities), 3 general redistribution -- in Sowell's view -- has 
been promoted by attacking the justification for the existing pattern of income 
payments. Sowell (1981, p. 37) notes that redistributionist arguments are often 
based on rewarding people for equal status when "the more fundamental question 
is whether decisions ought’ to, be based ‘upon. any status rather, ehany lan 
assessment of behaviour." If income is to be based on status, "then some small 
group of people must decide on what that status is and they must then confer 
that status on, or deny it to millions of other human beings” (Sowell, 1981, 
p- 38). The literally hundreds of categorical government programs, which 
provide transfers or valuable services in kind is mute testimony of the status 
approach to income distribution/redistribution. Status in such cases is 
assigned ins terms. Of. the. .ascriptive. characteristics. of .groupse;(e.g-,; age; 
physical disability, income ) rather: = ithan the «observables ywhehaviour scot 


individuals. 


5.0 THE PRESUMPTION OF EQUALITY 

A fundamental argument for a more egalitarian distribution of income is 
based on the simple, but powerful, presumption of equality. Berlin (1961, 
p- 131) argues that "no reason need be given for ..- an equal distribution of 
benefits -- for that is 'natural' -- self-evidently right and just, and needs no 
justification, since it is in some sense concerned as being self-justified." He 
continues, "The assumption is that equality needs no reasons, only inequality 
does so; that uniformity, regularity, similarity, symmetry, ...- need not be 
specially accounted for, whereas differences, unsystematic behavior, changes in 
conduct, need explanation and, as a rule, justification." 

Hospers (1972, p.- 345) notes that "there is no doubt that in daily life we 
associate the idea of justice with that of equality," in particular, equality of 
treatment. Is it true, for example, that there are some things that all men are 
equally entitled to, regardless of their rank or station in life, which it would 
be unjust for everyone not to have? For example, is it unjust for a few to eat 
caviar as a prelude to a large meal when there are many others without bread? 
(Recall the discussion in section 3.) Hospers (1972, p- 35) argues that while 
the previous propositions may enjoy wide support, "nothing could be more 
ridiculous than to provide everyone with an equal number of each kind of 
material thing." Rights aside, “in any possible scheme for equal distribution, 
money is about the only thing we can distribute, because people can satisfy so 
many, though not all, of their desires with it." (Hospers, 1972, p. 352). 

The presumption of equality may be buried in elaborate efforts to deduce it 
as a result of a complex "moral geometry." Such is the case in John Rawls' 
book, A Theory of Justice. Rawls' (1971) general conception of social justice 
Bretehet Social “ideal “is ‘that ~"all social primary goods -- liberty and 
income and wealth, and the bases of self respect -- are to be 


Opportunity, 


distributed equally unless an unequal distribution of any or all of these goods 


is to the advantage of the least favored." (Rawls' views are discussed in more 
detail below.) 

Frankel (1973, pe 57) notes that in this highly praised work, "inequality 
as such is in the defendant's seat. Equality comes to the bar with every 
presumption of innocence on its side." Professor Rawls, he says, “takeswit stor 
granted that if income and wealth are equally distributed no questions need to 
be asked, but if there are inequalities the institutions of society should be 
indicted and brought to trial." Nisbet (1974, p- 107) argues that Rawls' book 
"can be regarded as the long-awaited successor to Rousseau's Social Contract, 
and as the rock on which the Church of Equality can properly be founded in our 
time." 

Lucas (1980, p.- 169) indicates that “justice is sometimes said to be the 
same as equality. This is a mistake. Justice is connected with equality, and 
sometimes arguments for justice lead to egalitarian conclusions, but justice is 
not identical to equality, and can run counter to it." For example, the judge 
that found guilty all the accused brought before him, sentencing all to the ‘same 
punishment would be treating everyone equally, but hardly justly. 

In..Hayek’s (1976, p- 81) view, “the postulate of .material equality would 
be a.natural starting point only if it were. a necessary. circumstance, that the 


shares of different individuals or groups were in such a manner determined by 


deliberate human decision." But such is not the case in the spontaneous 
impersonal workings of a competitive market economy. In shonb,, ~.desert...0r 
deservingness has nothing to do with it. "The prevalent demand for material 


equality is probably often based on the belief that the existing inequalities 
are the effect of somebody's decision" (p. 81). The irony is that as the role 
of the state expands, often in response to the demand for "distributive 


justice," the presumption is true. That is, government action deliberately 


alters the distribution of income and hence it is seen as being responsible for 
such changes. 

The assumption of equality, for some, has led to the idea that equality 
should consist of equality of result. The logic of equality of result, 
following Jencks (1972), is as follows: since the factors that make for success 
such as luck, genetic endowments, family characteristics, are simply wayward, 
there is no ethical justification for large disparities in income and status; 
since one cannot equalize these factors in order to create equal opportunity, 
one should seek to equalize results (adapted from Bell, 1972, p. 47). At no 
place do the new egalitarians (e.g-, Jencks, Rawls) address the matter of 
individual effort or work. Yet even the most severe critics of government 
transfer programs usually support payments to families where the adults mke 


every effort to work to support themselves. 


6-0 JUSTICE AS FAIRNESS 
6.1 The Importance of Rawls' Work 

John Rawls' book, A Theory of Justice, published in 1971, has had a major 
impact in its own discipline, philosophy, and in a wide range of other 
disciplines from psychology to economics to public administration. It also met 
with wide popular approval. |4 Even when roundly criticizing Rawls, other 
scholars praise his contribution. !° Schaefer (1979, p- 5) suggests that the 
enormous positive reaction to "a 607-page work of abstract and often 
neavy-handed prose" is in part based on Rawls "supplying a theoretical, 
philosophical justification for the political beliefs that many well-intentioned 
men have previously held without much support." Those beliefs include a more 


egalitarian distribution of income and consumption opportunities. In a sense, 


Rawls provides a complex moral geometry to produce principles by which we ought 


to solve the problem of distribution. That is why his work merits a fairly 
extended discussion. 
6.2 Rawls' Purpose 

Rawls (1971, p. 9) states that his purpose is to provide principles of 
social justice that will provide "a standard whereby distributive aspects of the 
basic structure [of society] are to be assessed." For him, Justice Gissstne 
first virtue of social institutions, as truth is of systems of thought" (Rawls, 
abe MPa re eves sy Nisbet (1974, p- 110) challenges Rawls' assertion concerning "our 
intuitive conviction of the primacy of justice." If there is a single virtue 
sovereign over all others, he says it more likely to be “protection or security, 
followed closely by conservation (in the sense of perpetuation of norms and ways 
of life)." 

Rawls claims to have developed certain principles of justice about the 
basic structure of society (he specifically rules out micro decisions) that are 
superior to previous theories from a position that represents generally shared 
or weak conditions. It behooves us, therefore, to examine Rawls' concept of 
justice as fairness, for he has sought to devise a moral theory that will be 
more appealing than utilitarianism, perfectionism, and intuitionism, all of 
which he criticizes. !© 
6.3 Reasoning From the "Original Position" 

Because justice means fairness, and the essence of fairness for Rawls is 
equality, Rawls begins not with the "state of nature as do many philosphers," 
but with a rather unusual and abstract "original position". From this position 
individuals are to unanimously agree upon certain principles of justice that 
shall prevail in the design of social institutions generally. As Schaefer 
(1979, pp- 26-28) and others points out, the original position represents a 
remarkable bundle of assumptions. Men have their own life plans, their own 


conceptions of the good, but they take no interest in each other's interests and 


at the same time they are to choose principles of justice behind a "veil of 
ignorance." Simultaneously, in order "to nullify the effects of special 
contingencies which put men at odds and limit them to exploit social and natural 
circumstances to their own advantage" in an unjust way, Rawls (1971, p. 137) 
assumes that no one in the original position "knows his place in society, his 
class position or social status, ... his fortune in the distribution of natural 
assets and abilities, his intelligence, and strength, and the like." The likely 
implications are clear, for as Zeckhauser (1970, p.- 109) remarks, "Is it not the 
case that if none of us knew our future position in society that we would have 
agreed to a redistribution scheme from the more to the less fortunate?" This is 
true particularly wher people are risk averse. 

While having individual life plans and concepts of the good, each person is 
not aware of them; yet they are assumed to "know" the general facts about human 
society in the original position. They understand political affairs and the 
principles of economic theory; they know the basis of social organization and 
the laws of human psychology" (Rawls, 1971, p- 137). Envy, however, is absent. 
Why? 

Nisbet. (1974, p. 113) argues that persons in Rawls" original position 
"Sound exactly like the confined neurasthenic Proust described in Rememberance _ 
of Things Past: able endlessly to discuss and debate monumental abstractions, 
but helpless when it came to the simplest duties of ordinary existence." Rawls 
(1971, p. 141) admits that "we want to define the original position so that we 
get the desired solution." In this, Nisbet (1974, pp. 110-113) states that 
Rawls is a philosophe rather than a philosopher. He is simply trying to prove 
the rightness of a given set of values he has already arrived at. 

In Rawls' framework each individual is given an “index of primary goods" 


(rights and liberties, powers and opportunities, income, and wealth, and 


self-respect) with which to judge principles of justice (Rawls, 1971, pp. 92-93, 


396) Primary goods are those that any rational person would want more of 

rather than less for the attainment of his particular concept of the good. 

6.4 Two Principles of Justice 
The rational, self-interested behaviour of men in the original position, 

says Rawls, would lead them to agree on the following two principles of justice: 

(1) "Each person is to have an equal right to the most extensive total system 
of equal basic liberties compatible with a similar system of liberty for 
alls This principle is to be accorded priority, i-e-, liberty can be 
restricted only for the sake of liberty, but not for the sake of any other 
good, e-g-, wealth or income. 

(2) Social and economic inequalities are to be arranged so that they are both 
(a) to the greatest benefit of the least advantaged, consistent with the 
just savings principle (p- 289), and (b) attached to offices and positions 
open to all under conditions of fair equality of oppurtunity (Rawls, 1971, 
Disk ol ius 
Rawls (1971, p- 61) defines the equal basic liberties as "roughly speaking, 

political, liberty s(tne ~right: to -vote and to, be eligible «for: spubitic weotaice, 

together with freedom of speech and assembly; liberty of conscience and freedom 
of thought; freedom of the person along with the right to hold (personal) 
property; and freedom from arbitrary arrest and seizure as defined by the 

concept of the rule of law." However, he does not define what is meant by "a 

fair equality of opportunity." it is .obvious,. however,. that -the sterneds 

evocative and consonant with popular notions of egalitarianism. Although the 
principle of liberty (#1). is»made_ prior to.all.else,,including. equality au toes 
utterly outweighed in mass and use by the second principle," which is 

"consecrated to as radical a form of egalitarianism as may be found anywhere 


outside the pages of the Social Contract" (Nisbet, 1974, p. 114). 


3-23 


6.5 The Difference Principle 


Rawls deduces from his two fundamental principles of justice what he calls 
"the difference principle." This is the heart of his message. It provides that 
all social primary goods must be distributed equally throughout a society unless 
an unequal distribution of any of these goods is to the advantage of the least 
favored. It should be emphasized that the most important result of Rawls' 
elaborate reasoning is that the end of social justice is to arrange the basic 
structure of society to maximize the worth of the least advantaged within a 
scheme of "equal liberty shared by all" (Rawls, 1971, pp. 204-5). 

Nozick (1974, p.- 190) asks why the difference principle focuses on groups 
rather than the worst-off individuals. Moreover, which groups are to be 
considered? Rawls suggests, as does Bane and Jencks (1973), that the least 
advantaged may be defined as all persons with less than half the median income 
and wealth. This -formulation, “in "Rawls" view) *"has® the «merie of «focusing 
attention on the social distance between those who have the least and the 
average citizen." He ignores the fact that the distribution of income and of 
wealth are substantially different (see Osberg, 1981). 

Rawls (1971, p. 158) states that "the difference principle ..- presupposes 
we. a certain theory of social institutions ... It relies on the idea that ina 
competitive economy ..- with an open class system excessive inequalities will 
not be the rule. Given the distribution of natural assets and the laws of 
motivation, great disparities will not long persist." At the same time, he 
acknowledges the same principle “permits indefinitely large inequalities in 
return for small gains to the less favoured" (Rawls, 1971, p. 536)- This 


theoretical point is ignored by virtually all of those who endorse Rawls' 


principles of justice. 
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6-6 The Maximin Criterion 

In Rawls' view (1971, p- 152), his two principles are "the maximin solution 
to the problem of social justice," which "tells us to «-.- adopt the alternative 
the worst outcome of which is superior to the worst outcomes of the others." 
Why is it rational to adopt this game theory criterion (maximin) 217 Because, 
"in the original position behind the veil of ignorance," each person must 
assume, according to Rawls, that their place in society will be determined by a 
"malevolent opponent." Why must they do so? 

Schaefer (1979, Pp. 33) offers two trenchant criticisms of Rawls' 
conclusions that the maximin is the only rational criterion to apply. First, he 
notes that Rawls (1971, p-» 137) ruled out knowledge of one's own risk-taking 
propensity in the original position and that the maximin criterion is..the best 
one to adopt where the individual is risk averse and opponents are assumed to be 
hostile. Second, Rawls (1971, p.- 144) has previously denied that the 
individuals in the original position are envious of each other or harbour 
feelings of hostility. Schaefer (1979, p-e 34) concludes that "Rawls" own 
preference for the maximin rule appears to represent nothing more than personal 
timidity." 

6.7 Policy Concerning Natural Endowments 

Tivsiseyone, thing, (tovjargue that social J Justice) requires. that sooctabwand 
economic inequalities ought to be tolerated only so long as they provide the 
greatest benefit to the least advantaged group in society, it is quite another 
to regard differences in genetic endowments and natural talents as a kind of 
common property resource to be managed by the state for the benefit of the least 
advantaged. Yet Rawls does precisely this. Hence, Rawls proposes to go far 
beyond equality of opportunity for talents and desires in the name of justice as 


fairness. 
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For example, Rawls (1971, p. 102) argues that "no one deserves his greater 
matural capacity nor merits a more favorable starting place “in° “soetrety=~ 
Indeed, Rawls views "the distribution of natural talent as a common asset" and 
that the difference principle, in effect, constitutes an agreement to “share in 
the benefits of this distribution whatever it turns out to be." These 
differential capacities need not be eliminated, for example, by state action -- 
as if that were possible. Instead, argues Rawls, "the basic structure can be 
arranged so that these contingencies work for the good of the least fortunate." 

Rawls (1971, p- 104) simply states that the notion of desert does not apply 
to natural endowments and leaves it at that. Yet he (1971, p. 310) accepts that 
“there is a tendency for common sense to suppose that income and wealth, and the 
good things in life generally, should be distributed according to moral 
desert." But BRawl’s?1(19717,> p,ms13)) “takes desert? tomberedemuat Escueme {tiac] 
gives each person his due, that is, allots to each what he is entitled to as 
defined by the scheme itself". As Schaefer (1979, p- 55) comments, Rawls has 
defined desert "so that it will mean nothing other than ‘what accords with 
Rawls' two principles'." 

6-8 Rawls and the Distribution of Income 

Will the decision making process in the original position behind the veil 
of ignorance tend to result in an egalitarian distribution of income? Nozick 
(1974, p. 198) believes that it would. He puts it this way: "Imagine a social 
pie somehow appearing so that no one has any claim at all on any portion of it, 


no one has any more of a claim than any other person; yet there must be 


unanimous agreement on how it is to be divided. Undoubtedly, apart from threats 


or holdouts in bargaining, an equal distribution would be suggested and found 


Miaweibielias a solution." Gutmann (1980, p- 129) observes, “if the difference 


‘ , ; izi it is unlikel 
principle does not work in the direction of equalizing shares, 1i y 


that anything short of a principle of strict equality will." Rawls (1971, p- 
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157) himself envisaged this result from the application of his principles: "The 
disparities likely to result will be much less than the differences men have 
often tolerated in the past." 

Suppose, however, the size of the pie was not fixed and that it could be 
enlarged by pursuing an unequal distribution of income. Then there may be 
agreement to unequal shares, provided the position of the least advantaged were 
improved over the situation of equal distribution. Nozick (1974, p. 198) points 
out that this larger total pie depends on differential contributions. Shouldn't 
this fact of identifiable differential contribution lead to some differential 
entitlements? 

6-9 Conclusions 

Rawls' A Theory of wJustice, in, the. end, isa. one-variable theory or arie 
world" or at least of the fundamental values upon which we should erect 
society. As such, it suffers from undesirable and unnecessary abstractness, an 
air of unreality and, ultimately, almost total sterility. In making every other 
virtue isubordinate to one virtue, the theory not. only violates the tenetsimo£ 
moderation, but it also has within it the seeds of totalitarianism (see Nisbet, 
1974). If Rawls' principles were put into practice, the social good would be 
defined by envious intellectuals who fail to appreciate that the vigorous 
application of their own "principles" will remove once and for all their anxiety 
about the desert of their own privileged positions. In that sense, more humble 
men can only desire that they get their wish -- but hopefully only for a short 
period. for. the sake of. the.rest of: us. 

7.0 EQUALITY AND MEANINGFUL CHOICE 

Hospers (1972, p- 356) argues that there is a minimum level of instrumental 
goods (e-.g-, money, food) below which equality is useless because equality in 
virtually nothing is of no use to any of the recipients. Similarly, Page (1983, 


p- 3) argues that "liberty ..- requires a degree of material equality" as "money 
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expands choices."'8 Gutmann (1980, p- 126) holds that "basic effective liberty" 
requires that medical and legal services be distributed on the basis of need and 
be imade co-equal with Rawls' first principle of equal liberties for all. This 
is necessary because “certain basic human goods and services are prerequisites 
to the free and enjoyable use not only of all other goods but of basic liberties 
as well." 

Page (1983, p. 3) goes even further when he asserts that "self-fulfilment 
and personal development also requires material foundations ... Creative 
thinking and aesthetic appreciation are not encouraged by an empty stomach or a 
desperate struggle for existence." Therefore, it is advanced that 

even the liveral notions of equality of opportunity and fair 
regard for individual achievement depend upon substantial 
equality of result ... The [competitive] race is supposed to 
be a fair one, in which the competitors have an equal start 
»«» The children of past winners have big advantages in their 
own contests: inherited wealth, good nutrition, intellectual 
stimulation, and opportunities to learn skills and motivation 
from family and friends. (Page, 1983, p. 3) 

Viner (1960, p- 47) emphasizes that "freedom" in the sense of freedom of 
enoice is a sterile concept. In the absence of “economic resources, or of 
acquired knowledge and skills, or of the appropriate complexion ... subjective 
exercise of ... freedom of choice [is] little more than indulgence in wishful 
daydreaming." Therefore, in the sense that government action increases an 
individual's economic resources or knowledge or skills it is able to increase 
his freedom of choice. In other words, not all government action imposes 
constraints on the choice set of individuals. It may, under certain conditions, 
enlarge the set of available choices for some individuals. In doing so, 


however, it may also restrict the freedom of others. For example, the tax side 


of a tax-transfer program clearly alters the income/wealth of those paying the 


taxes to finance the transfers. 


8.0 DESERVINGNESS OR DESERT 

Justice is also getting what one deserves (see Lucas, 1980). The ideal may 
be thought of as a perfect apportionment between one's deserts and one's 
reward. But upon what basis is desert to be determined? Shall it be 
achievement -- in what sense? Shall it be effort? That may involve rewarding 
those who "work hard" (in some sense) but produce little of value. What about 
ability? But do we mean native (or inherited) ability, or do we mean acquired 
ability? What about desert based on need? But should the shiftless be provided 
with an income simply because they are needy? Should need be a purely private 
need? What about public or social needs? 

The notion of desert is deeply and widely held. It is a central component 
im ‘otresconcept sof fairness as. fairness is, to justices Yet it is extremely 
difficult to define and even more difficult to hold stable our concepts of 
"deservingness." They /motion) that »may) «lie. .~behindrsathe*)shosei lity ao 
"unconscionable" increases in rent is the feeling that exogenous shifts in 
demand that produce "windfall" gains for landlords are "undeserved" because they 
are “unearned," being largely attributable to chance -- see Stanbury (1985, Ch. 
2). At the same time, many people feel that the losses attributable to "Acts of 
God" should be shared by society at large. That is why, in the United States, 
in the wake of a hurricane, the declaration of a "national disaster area" means 
that the federal government will compensate individuals for a large part of 
their losses. 

Does the market reward people according to their desert? In perfectly 
competitive markets individuals will receive a wage equal to the value of their 
marginal product (see Osberg, 1981, pp. 69-72). But what if demand changes and 
there is almost no demand for horseshoe makers? Is it just that they should 


starve, or even be forced to learn a new trade more highly valued in the 


market. / Should desert be based on the riskiness of an undertaking? High 
risks, it may be argued, deserve higher expected rewards. 

Hospers (1972, p. 373) concludes that "justice is at odds with utility. If 
we want a system of rewards with maximum utility, we must to some extent 
sacrifice justice; and if we want a just system of distribution, we must to some 
extent sacrifice utility." See also Okun (1975). Rightness will be a function 


of both desert (the past) and utility (the future). 


9.0 REDISTRIBUTION BY GOVERNMENT CANNOT BE JUSTIFIED 

I have reviewed a number of normative arguments supporting government 
action to alter the distribution tof income, wealtn or consumption 
opportunities. It may be useful in bringing this chapter to a close to provide 
at least one counter-argument and to discuss the impact of governments' efforts 
to alter the distribution resulting from the combination of the distribution of 
original endowments and the operation of market processes. I focus on Robert 
Nozick's libertarian critique of government action to redistribute income. 


Nozick (1974, p. 149) argues that "the minimal state is the most extensive 


state that can be justified. Any state more extensive violates people's 
rights." In his view, “individuals have rights, and there are things no person 
or group may do to them (without violating their rights). So strong and 


far-reaching are these rights that they raise the question of what, if anything, 
the state and its officials may do." 

The focus of Nozick's argument is on the individual's supreme claim to 
liberty, from which the rights to life and to property follow. Other 
libertarian thinkers focus on the right to unfettered private property and 
from it derive the right to life and to liberty. The critical idea is that each 
person is the owner of their own life. As such, each individual, following 


Locke, has a right to act in accordance with their choices unless those actions 
f 


infringe upon the equal liberty of other persons to act in accordance with their 
choices. Gutmann (1980, p. 157) states "The Lockean libertarian maxim might 
.2. become to each according to the fruits of his (successful or unsuccessful) 
efforts «3 

The entitlement conception of justice in holdings does not permit one to 
decide that the state ought to alter the distribution of income merely by 
examining the distribution of income/wealth: "It depends upon how the 
distribution of income came about" (Nozick, 1974, p. 232). Lf the? distribution 
was the result of legitimate processes, then the individual's holdings are 


legitimate. They can only by reduced without violating people's entitlements -- 


the highest desiderata in Nozick's moral universe. Strong feelings about 
“distributive justice” “stem, «an? part, from «thei perceived legitamacymps 
individuals' or groups' possession of property rights. Even the strongest 


belwvevers!) inthe inviability of individual ‘rights ‘recognizewthe role Moe Stu 
state in "rectifying obviously illegimate holdings of rights" (Anderson and 
HiilGges 1980p 16) 

Nozick'§(1974, p. ix) concludes that “a minimal state, limited to the narrow 
flunctionstof \protection against force, theft, fraud, enforcement) sof ‘contracts, 
and so on, is justified; that any more extensive state will violate persons' 
ragntennoetstorbe forced to do certain things, and is unjustified; and that the 
minimal state is inspiring as well as right." 

In Nozick's (1974, p.- 230) view, distributive justice based upon the 
principles of justice in acquisition and justice in the transfer of holdings, is 
no argument for a state more extensive than the minimal state.!? He states that 
"the illegitimate use of a state by economic interests for their own ends is 
based upon a preexisting illegitimate power of the state to enrich some persons 
at the expense of others" (Nozick, 1974, p. 272). If the former illegitimate 


power were eliminated, the desire for political power would also wane. 
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Although he does not entirely rule out redistribution by government 
effected by non-distorting lump-sum taxes and transfers, Nobel Laureate F.A. 
Hayek too focuses on the primacy of individual liberty and the desirability of 
establishing conditions to facilitate a "spontaneous order." Moreover, 
pediatrabution®’ "in ) the” name Jofeo"“social “justice ‘can’ Shave’ totalitarian 
implications as he points out. 

In Hayek's view, the term "social justice" has become an all-justifying 
code word in the pantheon of those wishing to alter the distribution of income. 
Hayek (1976, p- 65) remarks, "Almost every claim for government action on behalf 
of particular groups is advanced in its name, and if it can be made to appear 
that a certain measure is demanded by ‘social justice’ opposition to it will 
rapidly weaken." The commitment to "social justice" is the chief outlet for 
moral emotion and signifies to others that the user of the term possesses a 
moral conscience. Hayek (1976, p- 66), notes that the most frequent users of 
the term cannot define it in any general sense, rather it is “simply a 
quasi-religious superstition ... which we must fight when it becomes the prefix 
for coercing other men." Hayek 201976, Sp. 7). is? particulerivcriticalwor the 
belief in “social justice" because where it governs political action it will 
lead us toward a totalitarian system. 

It need hardly be said that this result contradicts what Hayek and others 
see as the tenets of a free society in whichi=the rdle of “law idsi-used to 
facilitate the general good. This condition requires the maintenance of the 
conditions necessary for a spontaneous order in which individuals are able to 
provide for their own needs in a manner not known and not knowable, to public 
authorities. For Hayek, the market is an impersonal process that allocates 
resources which cannot be just or unjust, because the results are not intended 
The reason the market should be as widely utilized as possible is 


or forseen. 


that "it is the only procedure yet discovered in which information widely 


dispersed among millions of men and women can be effectively utilized for the 
benefit of all -- and used by assuring to all an individual liberty desirable 
for itself on ethical grounds" (Hayek, 1976, p.» 71). While it is logical to 
require that the rules under which the market "game" is conducted be fair, "it 
would be nonsensical to demand that the results for the different players be 
just. They will of necessity be determined partly by skill and partly by luck." 

Hayek's central point is that the fewest possible constraints should be 
placed on market processes so as to permit them to allocate resources 
efficiently. As an information processing and signalling system to allocate 
resources it. is without) peer, particularly if individual Liberty sisiethem@most 
important norm in society. People should not expect markets to be fair, only 
efficient and consonant with the greatest possible individual freedon of 
action.. ‘The impoication is that redistribution to reflect ethical preferences 
should not be effected by "fiddling" directly with market processes, but a 


system of taxes and transfers that minimize the distortion to the price system. 


10.0 THE IMPACT OF GOVERNMENT ON THE DISTRIBUTION OF INCOME 
It is one thing to argue for greater equality in the distribution of income 
or wealth, it is quite another to argue that a particular program ofwegovernment 
intervention will actually contribute toward that end. Sowell (1981, p. 49) 
argues that "the fallacy of political reform as a solution to perceived social 
ills is that it ignores process and focuses only on results." He continues 
The most fundamental problem in political decision making 
is that we cannot vote for a result; we can only vote for 
a process. We can hope for the (desired) result from that 
process. 
Despite the fact that transfers, for example, have grown enormously both in 
real terms and as a fraction of government expenditure (which has itself grown 


relative to GNP -- see Howard and Stanbury, 1984), the distribution of money 


income in Canada has changed very little in the past three or four decades. 


Osberg (1981, p- 11) provides data indicating that the share of total 
income in Canada received by the lowest 40% of families and unattached 
individuals has remained virtually unchanged at about 15% between 1951 and 
1978. The share of the top 20% was also almost unchanged at about 42% of the 
total. Osberg (1981, p. 11) remarks that "this constancy of income shares since 
World War II should be something of a surprise, since a great deal has happened 
in the Canadian economy in the last 30 years. Real per capita personal income 
has considerably more than doubled, the labour-force participation of married 
women has more than tripled, the number of families composed of only one person 
has increased by roughly 40 per cent and, recently, inflation has played havoc 
with money wage rates and the returns from different assets. All these factors 
could be expected to affect income shares." 

As helpful as his list is, Osberg has left out the tremendous growth of 
government activity during the last three decades. For example, expenditures by 
allasepiree.flevels..of. government._ in Canada e==' “inj ConstanGs Mov) “dollars, <= 
increased from 26.5% of GNP in 1950 to 45.4% in 1982. Transfers to persons 
increased over the same period, from 7.1% of personal income to 13.9% (Howard 
and Stanbury, 1984). On the tax side of the fiscal agenda, Pipes and Walker 
(1984, p. 5) indicate that total taxes as a fraction of total income in Canada 
increased from 28.3% in 1961 to 44.4% in 1981. They calculated that all taxes 
as a fraction of the income before tax of the average Canadian family increased 
from 22.1% in 1961 to 33.2% in 1983 (p. 54). They show that the tax rate by 
deciles increased between 1961 and 1981 for the third through tenth deciles, was 
about constant for the second decile and decreased for those in the lowest 
decile (p- 66)- 


The tax and expenditure system are only a part of the efforts by government 


to redistribute income. Regulation, Crown corporations, loans and guarantees 


. i i i f income. It 
and "tax expenditures" are all used to alter the distribution o 


should not be assumed, however, that the general direction of redistributive 
activities is toward greater egalitarianism. [An analysis of the distributional 
results of rent control is provided in Stanbury and Vertinsky (1985, Ch. 6)-] 
While there is some evidence to indicate that the impact of the social security 
system in Canada (in the early 1970s at least) favoured lower income families, 
the opposite is true of federal "tax expenditures" in the personal income tax.29 

The problem, determining the distributional impact of government activity 
-- even that overtly designed to favour low income families -- is very hard to 
discern for two important reasons. First, as I have noted, many other changes 
are occuring in the economy simultaneously. It is all but impossible to "parcel 
out’ tthe, effects “of Jwditterent, variables. Second, it. is: s«verywdiGiroul Casco 
determine the distributional impact of even one level of government ignoring all 


other variables.?! 


After 200 pages of data, analysis and argument, Page (1983, 
p- 206) concludes that we know very little of who gets what from the federal 
government in the United States. 

We do not know, and probably cannot know, exactly who gets 

what from government. So many government actions affect 

the, “income distribution in such complex ways that it is 

virtually impossible to pin down precisely to what extent 

thes UseS. (or any: other) government contributes tom or 

lessens -- income inequality. 
The situation is not better in Canada as we do not have the raw material from 
which a book as detailed as Page's could be written. (But see the efforts by 
Gillespie, 1964, 1976, 1981.) 

The net result of government activity appears to leave the distribution of 
income unchanged. 2 Why is this the case? It may be that the effect of 
government actions to alter the distribution of income do make it more 
egalitarian, but these changes are offset by other changes in the economy. For 


example, Thurow (1981, p- 160) argues that in the U.S., without government 


transfer payments, the share of income going to the bottom quintile of 
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households (between 1948 and 1977) would have been more than cut in half during 
the post-World War II period. "Government actions prevented this from happening 
and actually caused a substantial gain in the income position of the poor. Here 
again, making a correction for in-kind aid would make the gains even larger." 
In the case of the second and third quintiles, they were stopped from losing 
ground due to higher and increasing female labour force participation rates, but 
this force is declining. In general, Thurow (1981, p. 161) argues that "we are 
entering a period of rising inequality where conventional income transfer 
programs will be incapable of preserving the current degree of inequality." 
There is also evidence that those who are not poor use the power of 
government to increase their incomes/wealth. They are, in short, successful 


23 Page (1983, p. 213) states “biased pluralism or imperfect 


"rent-seekers". 
political competition sees corporations and organized groups with an upper 
income slant (exerts) political power over and above the formal one-man-one-vote 
standard of democracy." The third explanation, or structuralist view, also 
finds suostantive support. It asserts that inherent features of a capitalist 
economy compel rational actors, even those of low income, to accept inequality 
for the sake of more material goods for everyone" (Page, 1983, pe 213). As Okun 
(1975) emphasizes, there is a tradeoff between equity and efficiency. 


ibe) saleyss United States -- unlike Canada -- there are suostantive 


constitutional protections against policies that might seek to effect a major 


redistribution of wealth. For example, the Fourteenth Amendment says that, “nor 


shall any state deprive any person of life, liberty, or property, without due 
process of law." The Fifth Amendment is even stronger. It provides that no 
person can “be deprived of life, liberty, or property, without due process of 


law; nor shall private property be taken for public use without just 


compensation." : 


s-s0 


Page (1983, p- 197) argues that 


A requirement of just compensation whenever property is 
taken for public use would apparently rule out any massive 
redistribution of wealth or income by the states. A state 
can confiscate millionaires" assets for distribution to the 
poor only if it compensates the millionaires with equivalent 
assets, undoing the intended effect of the confiscation. 
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Notes to Chapter 3 


1. 


On the nature, size and scope of government intervention in Canada, see 
Howard and Stanbury (1984). 


The distributional impact of the U.S. federal government is discussed in 
Page (1983). 


In trying to understand the subtleties of how to maximize the aggregate 
wealth of the nation, economists have failed to analyze the problem from 
the perspective of the individual. He usually has more to gain from 
actions in political markets (that often reduce allocative efficiency) than 
from his share of improvements in national income attributable to 
allocative efficiency. 


It appears that the growth of government intervention is partly 
attributable to the extension of the franchise -- to those with lower 
income and to the less well-educated, to women and finally to persons as 
young as 18. Obviously, the distribution of the franchise (virtually 
universal for all persons 18 and over) is more equal than the distribution 
of income. The have-nots can obtain in political markets (assuming they 
can overcome information and organization costs and free rider problems) 
that which they cannot obtain in economic markets. 


For example, in the case of telecommunications services long distance 
callers pay far more than the cost of providing voice toll calls while 
households obtain local exchange service at a price that is well below the 
cost of providing it. See Globerman and Stanbury (1985). 


For another critique, see Gutmann (1980, pp. 93-105). 


In her book, Atlas Shrugged, Ayn Rand offered the following emotional 
argument against need as the basis of claims on income and wealth as 
follows: "A’ morality that holds need) as “a ‘claim; holds “emptiness -- 
nonexistence -- as its standard of value; it rewards an absence, a deficit 
weakness, inability, incompetence, suffering, disease, disaster, the lack, 
the fault, the flaw -- the zero." Moreover, she goes on, "who provides the 
account to pay these claims?" 


Sowell (1981, p- 35) distinguishes carefully between the “distribution of 
income" and "poverty". He argues that the term distribution of income is a 
misnomer: “income is earned, not distributed. It represents payment for 
services rendered personally or by one's property in the case of private 
property societies" (Sowell, 1981, ps7 525) Sowell ignores, however, the 
fact that in Canada, for example, the value of government transfer paymens 
by all three levels of government now exceeds total exhaustive expenditures 
(Howard and Stanbury, 1984). Moreover, transfers including interest on the 


public debt now exceed one-quarter of personal income. Transfers to 
persons alone exceed one-eighth of personal income (Howard and Stanbury, 
1984). This evidence suggests that an increasing fraction of personal 


income is not earned but is distributed in the form of unrequited payments 


by governments. 
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"Without question, ordinary working people tend to oppose equalizing 
incomes even if they would benefit from it" (Page, 1983, p. 53, citing 
Hochschild [1981]. ) 


Thurow (1981, p. 18), on the other hand, argues that "there is no minimum 
absolute standard of living that will make people content". 


See the thoughtful discussion in de Jouvenal (1952). 


For a discussion of the relatively small amounts available on a per capita 
basis of even a 100% tax on those with "high" incomes, see Pipes and Walker 
(1984, pp. 28-9). 


The same is true of sex differences whereby low average female earnings 
relative to males is taken as conclusive evidence of discrimination. 
Sowell (1981, p- 47) shows that if occupation, and marital status are taken 
into account, the differentials disappear or are reversed! 


See the discussion in Schaefer (1979, pp- 3-6), Nisbet (1974) and Bell 
CVO Tears 


See, for example, Barry (1973), Nozick (1974): and Wolff (1977). More 
generally, see Daniels (1975). 


Kristol (1972, p. 42) argues, in effect, that Rawls" elaborate sanalysis is 
unnecessary. He states that Aristotle's definition of a just and 
legitimate ~societya has not. been ,improved:) -upon;, despite, the gieftonts or 
countless philosophers: it is a society in which inequalities of property 
or station or power are generally perceived by the citizenry as necessary 
for the common good. 


Wolff (1977, pp- 16, 103) argues that Rawls had one of the liveliest ideas 
in, the snistory of. social:and political theory “when he,» mit. mwpon the notion 
o£, (using -/alganes tneory »model) of ‘the social contract tosuskows that 
substantive moral principles might be drawn from formal rules of choice". 


Surely the statement should be "liberty requires financial resources to 
expand one's chances". The issue is resources in absolute not relative 
terms. 


Nozick points out that even the minimal or night-watchman state appears to 
be redistributive. To avoid this possibility -- which violates individual 
rights -- he defines the "“ultraminimal state" which he describes as 
follows: 


An ultraminimal state maintains a monopoly over all use of 
force except that necessary in immediate self-defense, and so 
excludes private (or agency) retaliation for wrong and 
exaction of compensation; but it provides protection and 
enforcement services only to those who purchase its 
protection and enforcement policies. People who don't buy a 
protection contract from the monopoly don't get protected. 
(NoOziok, -19714,-p. 26) 


20. 
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On the former, see Osberg (1981, p- 188); on the latter point, see Howard 
and Stanbury (1984). 


Page. .(.1983,. p.. 209) notes’ that 

A special difficulty in assessing the effects of government 
is that effects must be calculated relative to some 
counterfactual, some baseline model of what the world would 
be like without the government action. That fs fairly 
manageable if we just want to judge the impact of a single 
tax or spending program: we can compare what the income 
distribution is like when the program is in place with what 
it would be like without the program, assuming everything 
else remains the same. (This is called "absolute incidence"; 
"differential incidence", relative to some similar program, 
is actually somewhat easier to compute.) But when we want to 
consider the impact of all programs at once, we are compelled 
to imagine a "no government" counterfactual -- a patent 
absurdity. It makes no sense to try to conceive of a modern 
industrial society functioning with no government at all 
because government is so closely interwoven with every 
economic activity. 


Bell (1972, p.- 64) suggests that judgements about fairness and public 
policy have not played a major role in reducing income disparities over the 
past 200 years. Rather, it is "technology which has cheapened the cost of 
products and made more things available to more people". 


Page (1983, p- 215) observes that "the patchwork of regressive tax 
loopholes, from depletion allowances to consumer interest deductions to tax 
shelters for Park Avenue ‘'farmers' hardly makes sense as a rational 
economic design, but it does correspond to lobbying efforts by the wealthy 
and the well organized". In Canada, "tax expenditures", a form of "giving 
by not taking", also have a very strong bias in favour of the highest 
income category, i-e-, a taxable income over $50,000. See Howard and 
Stanbury (1984) and Appendix V. Page (1983, p. 216) also argues that the 
small size and shape of peculiar programs designed to redistribute to the 
poor reflect the lack of organization by the poor themselves. The counter 
efforts of conservative groups, and the ability of those who provide 
services to the poor to divert government dollars to their own pockets. 


Chapter 4 


GOVERNMENT ACTION TO CREATE RIGHTS 


The language of rights now dominates political debate in the 
United States. Does Government respect the moral and political 
rights of its citizens...The concept of rights, and particularly 
the concept of rights again the Government, has its most natural 
use when a political society is divided, and appeals to 
co-operation or a common goal are _ pointless. (Dworkin, 
1977, ps 184) 
1.0 INTRODUCTION 
Governments use their powers not only to try to improve the efficiency with 
which resources are allocated and to alter the distribution of income but they 
also define, enforce, and effectively create rights for individuals. Some 
philosophers argue that each man in a state of nature possess certain 
inalienable rights by reason of his existence, and that all governments can do 
is to acknowledge those rights. In practical terms, however, one's rights are 
what governments define them to be and what they are willing to enforce when 
called upon to do so by the individuals who are said to possess those rights. 
Initially, (werswcan musessa dictionary definition of' a’ righteas: "an just and 
proper claim or title to any thing or that which may be claimed on just, moral, 
legal, or customary grounds". Despite elaborate and complex rationales, 
fundamentally, rights are norms. They embody pure value judgments, although if 
these judgments are widely-held the definition of particular rights may take on 
the flavour of axiomatic truth. 
A critical characteristic of rights is that they are non-market entities. 
They are or become part of the holdings (or "“assets") of individuals. Usually 


rights are distributed equally among all citizens or equally among the members 


of certain groups in society. They inhere in the individual “and! either by 


definition or by design are not tradeable. There is no market in which rights 
may be exchanged for other rights or for other valuable consideration. For 
example, it is illegal to sell one's vote and a person cannot exchange his right 
to vote for some other right or conventional asset. Similarly, one cannot 
contract to sell oneself into slavery or even into servitude. Hence, society is 
placing limits on the right of freedom to contract. 

It might even be argued that while rights are created (and perhaps 
extinguished) in the political process, once they are created they are "taken 
out" of the bargaining arenas of that process just as they appear to be removed 
from economic markets. Disputes about rights are often resolved within the 
judicial system in which objectivity and impartiality are the prevailing norms. 
Some conflicts among rights, of course, cannot be authoritatively resolved by 
the judicial process, hence the matter moves inevitably back to the political 
arena. 

Social reformers have sought to go beyond the redistribution of income or 
wealth by the creation of rights to a whole variety of both political and 
economic goods. Stanbury and Lermer (1983, p. 396) point out that "when an 
income claim is transformed rhetorically into a ‘'right', it becomes harder to 
resist in a democracy which sees itself as economically as well as politically 
egalitarian". The demand for occupational health and safety regulation can be 
couched in terms of workers' "right to life", or at least their right not to die 
from exposure to certain occupational hazards. A situation characterized by a 
market failure -- imperfect information -- is transformed by the creation of a 
right into an absolute prohibition upon some working conditions. For some the 
purpose of creating he right to safety is precisely to prevent certain types 
of exchanges: higher wages for more hazardous working conditions.! Okun (1975, 


p- 20) argues that minimum wage legislation and work safety requirements “can be 


viewed most fruitfully as further example of prohibition on exchanges born of 
desperation...That desperation may result from ignorance, immobility, or genuine 


lack of alternatives, but it should be kept out of the marketplace." 


2-0 THE CONCEPT OF RIGHTS 
2.1 Individual Rights and Collective Goals 

What are rights? Dworkin (1977, pe xi) argues that “individual rights are 
political trumps held by individuals". He continues, “individuals have rights 
when, for some reason, a collective goal is not a sufficient justifieation «for 
denying them what they wish, as individuals, to have or to do, or not a 
sufficient justification for imposing some loss or injury upon them". Lis 
approach to the concept of rights does not suppose they have some special 
metaphysical character. I shall refer to such rights as "fundamental Vignes es 

The most fundamental right is the right of equality -- the right of equal 
concern and respect. Dworkin... (1977, ..Ch.. 12.) argues that, tne srrgqutoaco: tie 
liberties in the United States Constitution, for example, are derivative, not 
from a more abstract general right to liberty as such, but from the right to 
equality itself. The first sentence of the. U.S. Declaration .of Independence 
refers as a fact to "the separate and equal station to which the Laws of Nature 
and of Nature's God entitle [men]". 

Legal .~rights,, on the; other. hand, are a. distinct species ,ofs aypolveical 
rigntjsthetesis san. institutionale right /£0) \the decision: .of fa (couched taeees 
adjudicative function (Dworkin, 1977, p. xii). The,, concept... of,s ay,legal 
obligation is based on a valid legal rule that requires an individual to do or 
to forbear from doing something. 

To get at the core of the concept of the fundamental rights, of ..ceach 
individual it is necessary to distinguish them from collective goals. Dworkin 


(1977, pp. 9) holds that 


A [collective] goal is a nonindividuated political aim, that is, 
a state of affairs whose specification does not in this way call 
for any particular opportunity or resource or liberty for 
particular individuals...Collective goals encourage trade-offs 
of benefits and burdens within a community in order to produce 
some overall benefit for the community as a whole. 


In contrast, a fundamental right is an "individuated political aim". Dworkin 
iM2d4, D- 91) continues, 
An individual has a right to some opportunity, resource or 
Viberty® if sit’ counts (int favor“of™a political “decision™that) the 
decision is likely to advance or protect the state of affairs in 
which he enjoys the right, even when no other political aim is 
served and some other political aim is disserved thereby, and 
caunts against that decision that it will retard or endanger 
that state of affairs, even when some other political aim is 
thereby served. 

This statement is not easy to understand, but it appears to embody the 
idea that a fundamental right is a type of absolute. The existence of such 
rights can be identified if political decisions are taken whose only purpose is 
to advance and protect that right. Even stronger evidence of the existence of a 
right is when political decisions are taken to advance and protect that right 
even though other political aims are sacrificed in the process. 

2.2 Essential Characteristics of Fundamental Rights 

Rights are individuated, that is they relate to each and every person as 
an individual, not as a member of a group except society as a whole. 
Rights-based political theories place the individual at the centre of the 
analysis, and take his decision or conduct (or welfare) as being of fundamental 
importance. They are concerned with independence rather than conformity of 
individual action (Dworkin, 1977, p- 172). 

Fundamental rights are frequently highly abstract, e-g-, the right to 
free speech. As such they symbolize and embody "a general political aim the 


statement of which does not indicate how that general aim is to be weighed or 


i inst other litical aims" (Dworkin 
compromised in particular circumstances agal Ss po 3 . 


fo77> Ds. 93) In contrast, concrete rights are political aims that are more 
’ : . 


precisely defined so as to express more definitely the weight they have against 
other political aims on particular occasions. 

The fundamental rights of individuals, by definition, cannot be outweighed 
by social goals or collective goals. In other words, rights cannot be 
compromised by public policy actions in the name of the general good. The 
utilitarian calculus implicit in the justification of many public policies does 
not apply, namely that policies should be adopted if they serve the greatest 
good of the greatest number. This very strong concept of fundamental rights of 
a citizen against his government (such as free speech) holds that it would be 
wrong for the government to abrogate or derogate that right on the grounds that 
the general welfare would be increased by so doing. The government may be 
justified in overiding such rights when it is necessary to protect the rights of 
others or to prevent a major catastrophe. The fact that a government passes a 
law to seek to extinguish such a right does not make it morally correct to do 
SO- In fact, such legislation is a wrong; the fundamental right remains 
(Dworkin, Od 77 pie @hI0—192))%. 

Thesexights of individuals’ vis-a-vis ‘the «State» are bothisposatave Gand 
negative. In Dworkin's (1977, p.- 193) words, "Citizens have personal rights to 
the State's protection as well as personal rights to be free from the State's 
interference..." The right to a trial by a jury of one's peers falls into the 
former category, while Article III of the amendments to the U.S. Constitution 
illustrates the latter. It provides that "no soldier shall, in time of peace, 
be quartered in any house, without the consent of the Owner, nor in time of war, 
but in a manner to be prescribed by law". Similarly, Article IV provides that 
“the: right sof) the people ‘to be secure in: their persons; nomeesy papers, and 
effects, against unreasonable searches and seizures, shall not be violated...". 


The larger and more "efficient" government becomes, the greater the need for the 


individual to have fundamental rights, enforced by an independent judiciary, to 
be protected from the actions of the state. 

The rights of individuals, particularly the most abstract, will inevitably 
come into conflict. The frequency and subtlety of such conflicts will also 
increase as the number of such rights increases. Therefore, when individual 
rights conflict, it is the task of the government to discriminate among 
competing claims. Government may limit one fundamental right if it believes 
another fundamental right is more important. However, Dworkin (1977, pe 194) 
emphasizes that, "the existence of rights against the Government would be 
jeopardized if the Government were able to defeat such a right by appealing to 
the right of a democratic majority to work its will". Dworkin continues, "In 
order to save them [fundamental rights], we must recognize as competing rights 
only the rights of other members of society as individuals". In other words, in 
this concept of fundamental rights it is acceptable to trade off one fundamental 
right for another where they come into conflict. One recalls the dictum of Mr. 
Justice Holmes that a man's right to free speech does not extend to shouting 
"fire" in a crowded theatre when there is no fire. In this context, the right 
to safety and security comes into conflict with the right to free speech. 
However, in this concept of fundamental rights it is not acceptable to trade off 
the fundamental rights of one or some individuals in order to achieve some 
collective goal -- even if it is deemed that the welfare of society would 
thereby be increased. 

The basis of this concept of fundamental rights possessed by each 
individual does not lie in the idea that they are inherent in each human being 
in a state of nature ("natural rights"),Wor thatthey are given by the Deity. 


Rather the concept is supported on two possible bases according to Dworkin 


(1977, pp. 198-99). First, that we accept the vague but powerful idea of human 
, e 


dignity which "supposes that there are ways of treating a man that are 
inconsistent with recognizing him as a full member of the human community, and 
holds that such treatment is profoundly unjust". The second basis is the idea 
of political equality. "This supposes that the weaker members of a political 
community are entitled to the same concern and respect of their government as 
the more powerful have secured for themselves, so that if some men have freedom 
of decision whatever the effect on the general good, then all men must have the 
same freedom." Hence, rights are necessary to protect the dignity of human 
beings or to protect their standing as equally entitled to concern and respect. 

There are many types of rights that can be distinguished from the 
fundamental or political rights of individuals discussed above. For example, 
Dworkin w(197i,., pes 93>) Be en ines between background rights -- those that 
provide a justification for political decisions by society inthe: abstract pa- 
and institutional rights -- those that provide a justification for a decision by 
some particular and specified political institution. The fundamental rights of 
individuals are what he also calls background rights. 

Moreover, we can distinguish between rights individuals have against the 
state (which as we have seen, may be positive or negative) and those they have 
against fellow citizens. The right to have the terms of one's contracts 
adjudicated by the courts and enforced by agents of the state is a right of one 
individual vis-a-vis another. The right to privacy deals with both types of 
Bagot Se Dworkin (1977, p. 94) argues that a right to a minimum standard of 
housing, for example, if it is accepted, is a right against the state, not other 
individuals. However, it is obvious that the means to satisfy one individual's 
right to housing will be obtained from other individuals. 

We can distinguish universal rights, e.g., the fundamental rights as 


discussed above, from special rights that apply to some individuals but not to 


others. For example, in Section 35 of the Canadian Constitution Act, 1982 "the 
existing aboriginal and treaty rights of the aboriginal peoples of Canada are 
hereby recognized and acknowledged". Aboriginal peoples, we are told in the 
same section, “includes the Indian, Inuit and Metis people of Canada". We can 
look forward to plenty of litigation to determine which individuals fall within 
these three categories, particularly if these rights -- now ill defined -- turn 


out to be valuable. 


3.0 ORIGINS OF RIGHTS 

Rights may originate in a variety of ways. First, rights may be granted or 
conferred by God or other Deity on man in order to improve his life on earth. 
In a world of some cneLeeees the details of how such rights are implemented 
in a practical fashion present interesting problems. Second, rights may be 
conceived of as inherent in the nature of man. They are, in effect, part of 
the definition of what it is to be a human being as opposed to other living 
things.? This: tis | the -conceptiiof /"natural® riights™. While men may choose to 
limit the full extent of their individual rights to life in society -- in order 
to achieve the benefits of cooperation -- the state does not confer or create 
such rights although it may play an important role in defining legal terms and 
in administering them. 

Dworkin (1977, p- xi) notes that "legal positivism rejects the idea that 
legal rights can pre-exist any form of legislation; it rejects the idea, that 
is, that individuals or groups can have rights in adjudication other than the 
rights explicitly provided in the collection of explicit rules that compose the 
whole of a community's law". He continues, “economic utilitarianism rejects the 
idea that political rights can pre-exist legal rights; that is, that citizens 
can justifiably protest a legislative decision on any ground except that the 


decision does not in fact serve the general welfare". 


This concept of natural rights inherent in the individual is embedded in 
the American Declaration of Independence of 1776: "We hold these truths to be 
self-evident, that all men are created equal, that they are endowed by their 
Creator with certain unalienable Rights, that among these are Life, Liberty. cand 
the pursuit of Happiness -- that to secure these, Governments are instituted 
among Men, deriving their just powers from the consent of the governed". 3 

Third, rights may be created by some form of collective agreement, usually 
through the means of the institution of government. Again we should be clear 
that the state is not creating rights in this case, although it is the 
instrument through which such rights are defined, and enforced. In effect, ‘tite 
state is the means to ratify and enforce the agreement among individuals. The 
power of the state (coercion) is also used es "confer" these new rights upon the 
minority that dissented. For example, some psychologists argue that an 
important cause of mental illness is the extent of individual freedom Lea. 
liberal democracy. Where do such rights come from? Probably they stem from 
widely-held ethical norms and they may be matters of pure belief. To paraphrase 
Lord Devlin, if the reasonable man believes that certain rights exist and should 
be protected by government or that they ought to exist, no matter whether the 
belief is right or wrong -~ so long as the belief is honest .and: dispasstonate 
that no right-minded member of society could think otherwise -- then such rights 
ought to be created. Our concept of rights, like that of morality, stem from a 
blend of custom and conviction, of reason and feeling, of experience and 
prejudice. 

Fourth, the state, can create rights of its own volition. ins schatsy ‘calseuenye 
does not merely define and enforce rights created by agreement, inherent in 
individuals or given by God, rather the state is acting as an "“independent" 
agent and not as an agent for the collective will of individuals. Perhaps the 


most obvious example is a totalitarian regime. In August 1984 Yelena Bonner, 


the wife of Rae physicist Andrei Sakharov, was convicted of "defaming the 
Soviet state", which suggests the state can have rights like those of a natural 
person. It should be emphasized that the rights created by such a state may 
well conflict with natural, God-given rights, and with rights established by 
agreement among individuals. 

Fifth, we should recognize that rights can be created by a series of 
private actions -- disputes really -- in which judicial decisions create 
precedents. In other words, rights are created, altered and even extinguished 
by the growth of the common law. Subsequently, the legislature may codify the 
rights established in the common law by creating statute law or it may alter or 
even extinguish such rights. This illustrates the doctrine of parliamentary 


supremacy accepted in common law countries such as England and Canada. 


4.0 THE GROWTH OF RIGHTS 

As there are many kinds of rights, it is useful to distinguish several 
types. We begin with the rights outlined in the new Canadian constitution which 
are grouped into "fundamental freedoms", "democratic rights", "mobility rights", 


“legal rights", “equality rights", “language rights" and “aboriginal rights". 


Aer Rights in the Canadian Constitution 


The new Canadian Charter of Rights and Freedoms embodied in the 
Constitution Act, 1982 declares that "everyone has the following fundamental 


freedoms":4 
(a) freedom of conscience and religion; 
(b) freedom of thought, belief, opinion and expression, including 
freedom of the press and other media of communication; 
(c) freedom of peaceful assembly; 
(d) freedom of association. 


In addition, the following "democratic rights" are specified: 


each citizen has a right to vote in federal and provin¢gial elections and 


to run for election; | 
elections must be held at least every five years; and 
Parliament and each provincial legislature must sit at least once every 


12 months. 


Section 6 of the Constitution Act, 1982 specifies certain "mobility rights" 
which might also be construed as a form of "economic rights". These include: 

. the right of every citizen to enter, remain in and leave Canada; 

. the right of every permanent resident to move to and take up residence in 
any province and to “pursue the gaining of a livelihood in any province". 

Sections 7 - 14 of the Charter set out a number of "legal rights" such as: 

» the right to "life, liberty and security of the person and the right not 
to be deprived thereof except in accordance with the principles of 
fundamental justice”; 

- the right to be secure against unreasonable search or seizure; 

. the right not to be arbitrarily detained or imprisoned; 

- certain rights on arrest or detention and on being acu wtih an office 


4 > 


(e.g-, "to be tried within a reasonable time and "to be presumed 
innocent until proven guilty..."); 
- the right not to be subjected to any cruel or unusual treatment or 
punishment; and 
- protection against self-incrimination. 
Section 15 the Constitution Act, 1982 defines certain “equality rights”. 
They consist of equality before the law and the right to equal protection and 
equal benefit of the law without discrimination based on race, national or 
ethnic origin, colour, religion, sex, age, mental or physical disability. These 
rights did not go into effect until 1985, three years after the the Constitution 
came into force. 
Section 17 sets out the “language rights" embodied in the constitution. 
English and French are declared to be the official languages in Canada (and in 
New Brunswick) and they have “equality of status and equal rights and privileges 


as to their use in all institutions of the Parliament and government of 


Canada". Hence the individual's right to deal with the many agencies of the 


federal government in either or both official languages which is spelled out in 
section 20. This right applies to the head or central office and elsewhere 
where "there is a significant demand" for service in the language of the 
citizen. 

The Constitution Act, 1982 also enshrines certain "minority language 
educational rights" in section 23. These rights, however, are on a where- 
number s-warrant-basis. Aboriginal rights are said to be protected by section 
25, although the exact nature of those rights is not known. More unusually, the 
rights and freedoms in the Charter are guaranteed not to be construed so as to 
abrogate or derogate from any rights aboriginal people may acquire by way of 
land claims settlement in the future. 

Section 35) of cthe Constitution sAct anvec, wolcn VoenoL part of sene) (Chak ter 
of Rights and Freedoms, as we have noted, "recognizes and affirms" the existing 
aboriginal and treaty rights of the Indian, Inuit and Metis peoples of Canada. 

In the same vein, the Charter in S. 29 declares that it does not abrogate 
or derogate from any rights guaranteed by the Constitution in respect of 
"denominational, separate or dissentient schools". 

This is an impressive list of rights -- all the more impressive because 
they are spelled out in the Constitution. Because they are entrenched in the 
Constitution they are protected from an ephemeral parliamentary majority which 
can change an ordinary statute "on a whim". The real meaning of these rights is 
more problematic for several reasons. First, they are not unconditional. 
Indeed, Section 1 of the Charter of Rights and Freedoms begins with a 
condition. The rights and freedoms are "subject only to such reasonable Limits 
prescribed by law as can be demonstrably justified in a free and democratic 
society". The Supreme Court of Canada has said that, in determining whether 
legislation limiting a fundamental freedom in sections 2 or oage the Charter, a 


court should consider and assess the following factors: 


(a) the object or rational basis of the limitation; 


(b)..the. extent. of the» limitation which, iss to-abe;,balanced agdadingtigits 
rationality; and 


(c) the laws and practices in other jurisdictions generally regarded as free 
and democratic. 


In general, the Supreme Court was of the view that in considering the 
reasonableness of the limitation, a court should exercise a high degree of 
caution before substituting its opinion for that of the legislature. This 
suggests that if the Supreme Court of Canada tends to defer to Parliament and 
the provincial legislatures, the latter may be able, in other statutes, to 
impose substantial restrictions on the rights set out in the Constitution. 

Second, the operational meaning of general rights in specific situations 
depends upon how the courts, particularly the Supreme Court of Canada, will 
interpret the words of the Constitution. The new Constitution has been 
described as a full employment act for lawyers. The metes and bounds of the 
longelisteol rights }coditied ine 1982: will take years «to determinemasmcnescourcs 
of appeal struggle with their application in specific situations. ie wus 
possible that what parliament has given the courts will take away. It is also 
possible.) that. sthe,. courts will. offer, ‘authoritative, sinterprebations | of 
parliament's words oceyond what the legislators intended would be the actual 
effect of the words they enacted. Hence, amendments may be necessary for 
Parliament to achieve its objectives. 

Third, even if the new rights are interpreted in an expansive fashion their 
impact may be limited by the lack of public and private resources to give them 
meaning in at least some situations. Indeed, in some cases the legal 
interpretation of a right may be influenced by the court's perception of the 
anticipated resource consequences of an expansive interpretation. A possible 
example is the issue of equal pay for work of equal value as advanced by some 


groups who feel they have been systematically discriminated against. 


4.2 “Other Rights Including Emerging Rights 


Rights, or what people claim to be rights, exist in statutes other than the 
constitution. Moreover, there is considerable evidence of the demand for new 
rights or of the use of the rhetoric of rights to justify new legislation. 
Consider the following examples: 

(a) Non-discrimination rights are being extended to include sexual orientation, 
mental or physical disability, and age as well as sex, creed, colour, 
religion, or ethnic origin. 

(ob) The federal Access to Information Act of June 1982 created new rights 
concerning access to information held by the federal government, although 
the exact nature of these rights is still being determined. 

Coy * Dorethe” Citizens “of “have “not? Tprovinces ain ~“Canddait have “a snightowto 
equalization payments? There are commitments in the 1982 Constitution by 
the federal government to the principle of making equalization payments to 
ensure that provincial governments have sufficient revenues to provide 
"reasonably comparable levels of public services at reasonably comparable 
levels of taxation". Commitments are also made in Section 36 by the 
federal and provincial governments to promote "equal opportunities for the 
well-being of Canadians"; further..."economic development to reduce 
disparities in opportunities"; and to provide “essential public services of 
reasonable quality to all Canadians". 

(dad) The 1975 Quebec Charter of Human Rights and Freedoms specifies a number of 

“economic and social rights" including the following: 

(i) Every child has a right "to the protection, security and attention 

that must be provided to him by his family or persons acting in their 
stead". Can a child sue for specific performance and/or damages? 


Everyone has the right to "free public education"..."to the extent and 


ix) 


according to the standards provided for by law". Does this mean that 


an individual is entitled to financial support from government so that 


he may avail himself of this right? 


(iii) Every person and his family has a right "to measures of Financial 


that 


(e) 


iE.) 


(g) 


assistance and to social measures provided for by law" to ensure "an 
acceptable standard of living". Is an acceptable standard simply that 
which is provided in the relevant provincial regulations? 

(iv) "Every aged person and every infirm, mentally defective or mentally 
411 person has a right to protection against any form. acof 
exploitation." What is "exploitation"? Marxist writers construe thas 
term very broadly -- so as to include most employment situations. 

(v) “Persons belonging to ethnic minorities have a right to maintain and 
develop their own cultural interests with other members of their 
group." Are such minorities entitled to public funds to develop those 
interests? 

Other chapters of the Quebec charter specify a right to privacy, and even 

"every human being whose life is in peril has a right to assistance". 

Consumer protection legislation has been justified as being based on each 

consumer's right to be informed about the products and services they 

purchase, their right not to be defrauded or misled, and related rights. 

These rights were first advanced by President Kennedy in the early 1960s. 

Health and safety regulation has been justified on the basis of each 

individual's right to use safe products and to work in a safe environment. 

The strongest proponents and defenders of government financed medical care 

invoke the concept of each individual's right to medical care as a basic 

human need. More recently this right has been redefined and extended as a 

right to universal, free medical care. It is argued that the right must be 

universal and free so as not to conflict with the emerging right of 


"non-stigmatization", i-e.-, the right to obtain a wide variety of 


publicly-financed services without providing any evidence of one's ability 
to pay for them (except, of course, as a taxpayer). 


The list could go on and on. 


5.0 THE POLITICAL ECONOMY OF RIGHTS 

Rights can be created by government as a means to an end such as to effect 
a change in the distribution of income, wealth or consumption opportunities. In 
other words, instead of using such familiar governing instruments such as taxes, 
transfers or regulation to alter distributional outcomes, governments may create 
rights. This is more likely to occur when "economic rights" are created, e.g., 
the right to affordable housing or the right to Free medical care. 

Creating rights has both distributional and allocative consequences. 
Indeed, it might be argued that the proponents of the creation (or recognition) 
of new rights seek them precisely because of their distributional consequences 
and” the” potential ability to legally enforce them. Because rights create 
claims, "economic rights" may become the means by which the "have nots" acquire 
the legal means to extract part of the holdings of the "haves". They now can 
require the state to use its coercive powers to take from others the means to 
satisfy their legal claims stemming from their rights. 

Rights can also be ends in themelves as the discussion of fundamental 
rights above suggests. The definition and enforcement of such rights can be 
seen as inherent in what all persons (or at least the overwhelming majority) see 
as the nature of the the good society itself. In other words, human welfare 
depends on more than material welfare regardless of how it is distributed. 
Rights are important ends in themselves in determining the welfare of 
individuals. They help to define what it is to be a member of society. 
to be some practical considerations why reformers or merely 


There appear 


self-interested individuals -- and it is sometimes hard to separate the two -- 


seek to use the power of the state to create (or acknowledge) rights as opposed 
to other kinds of action. How else can we explain both creation of many new 
rights (of some type) in modern times and the clamour to create many more? The 
answers may lie in certain characteristics of rights themselves. 

The concept of a "right" has considerable appeal as a symbol. The word 
itself is highly evocative and its frequent impassioned use ife~s pOLLtical 
discourse is almost certainly a result of that fact. For example, the struggle 
by the Haida Indians to assert their land claims with respect to Lyell Island 
has been described as "first and foremost .-- a human rights issue" by a 


representative of the Anglican Church of Canada.°> 


A spokesman for the United 
Church has said that "the issue for us is justice for the native people". In 
other words, which might be narrowly construed as a claim regarding a pecuniary 
interest in land is being redefined as a "human rights issue" or as a matter of 
"Justice". Tais characterization of the issue raises its emotional temperature 
and it seeks to alter the nature of the issue. Property rights are etoype 
transformed into human rights precisely because the former lack the wide appeal 
of the latter. This is because of the false dichotomy: property has no rights; 
only natural persons can have rights -- some of which may concern the ownership 
of property and some of which may concern how they may be treated by other 
individuals and by the state. 

In general, rights: are. “equally.,distributed (thereby  saticsfyinggmene 
insatiable craving for egalitarianism); they are often believed to inhere in the 
individual as a person (and thereby legislation is merely recognition of a 
pre-existing situation in the name of justice); and for some, rights are 
inalienable -- they cannot be taken away or if one attempts to do, so a moral 
wrong is committed. 

As we have described above, rights in their strongest form are expressed in 


unconditional terms. For example, what we have called fundamental rights is 


explicitly unconditional with respect to the general welfare. Dworkin (1977, 
p- 269) states "If someone has a right to something then it is wrong for the 
government to deny it to him even though it would be in the general interest to 
do so". He calls this definition an anti-utilitarian concept of a right. 

Even if we accept Dworkin's concept of fundamental rights (and many do 
not), it does not follow that we should apply this strong definition outside the 
area of political rights (e.g., free speech, universal suffrage, etc.) or of 
human rights (e.g-, non-discrimination on the basis of sex, religion, colour 
etc.). Are we creating a number of “economic rights" and in doing so have not 
anticipated the consequences? What appears to be happening is an effort by some 
to convert individual wants (or "needs") into an enforceable right to certain 
income or consumption claims against the state, i.e., all other citizens. 
"Basic human needs" are to become rights and the power of the state is to be 
used to effect the necessary taxes and transfers to see that these new rights to 
"distributive justice" are enforced. 

The creation of certain types of rights by government appears to defy the 
first law of economics: "There is no free lunch". Except for exhortation, 
political pressure, and the time of the legislature, rights can be created 
rather inexpensively, or so it would seem. In the political process in which 
they are created their advocates concentrate ruthlessly on matters of iprinci ple 
-- because rights are the embodiment of great principles -- the very ideas of 
conflicts, trade-offs and opportunity costs are studiously avoided. 

One does not have to be a cynic to argue that reformers advocating the 
creation of a right use the rhetoric of rights in order to "“elevate" the 
discussion to one of abstract principles precisely to alter the likely decision 
by reason of the absence of information on opportunity costs broadly construed. 
This is part of what one might call the "wedge and lever" technique. The thin 


edge of the wedge is introduced by focusing the public debate on principles or 


even on alleged, pre-existing rights and away from opportunity costs, trade-offs 
and the practical implications of creating such rights. Indeed, the argument 
will be made that it is immoral to think in terms of trade-offs and particularly 
in such pedestrian terms as material goods and services foregone. Rights, it 
will be argued, come before material well being or they lie above materiality. 
They are, in effect, on a higher moral plane. 

The "lever" comes into use once the right is enshrined in law in as general 
terms as possible. The legal definition of the right becomes the lever by which 
to command public and private resources to alter public or private behaviour. 
After all, what good is a right that cannot be enforced for those that possess 
it? If something is truly a right, then cost is no object or at least should 
not be. If each individual has a right -- an absolute right -- to free medical 
care, then the 87-year old indigent who may have only a few months to live has a 
claim against his fellow citizens (via government) to require the expenditure of 
hundred of thousands of dollars to provide him with the best care extant. To do 
jesse wil lepesto abcogate sehat righ (toy freewmedicalscare.- The sfack #hatethe 
same bundle of resources has an opportunity cost perhaps even in terms of other 
Lives that could have been saved or prolonged is ignored. Indeed; sitivushoften 
the advocates of rights seek to deny the case that the need to make trade-offs 
or to appreciate that rights come into conflict. For example, a supporter of 
the Haida Indian land claims in British Columbia in 1985 is quoted as saying: 
"We really feel strongly that the Haida have title to that land. ...We recognize 
that [the jobs of loggers and sawmill workers] are a concern, but there have to 
be other ways of finding solutions than pitting one sector against another, when 
the real problem is a political one."© 

People may seek to create rights in order to remove certain things 
(exchange relationships) from the market. While rights can be constrained or 


limited, usually because they come into conflict with other rights, they cannot 
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be traded among individuals. Indeed, often such trades are specifically 
prohibited. One cannot give up one's right to equal treatment before the law 
(in some sense) for some pecuniary or non-pecuniary benefit. 

Trading is prevented, presumably, because most rights are to inhere in the 
individual. They are personal endowments that should only be exercised by those 
on whom they were endowed. Rights require "specific performance", although in 
some cases we seek to compensate for the loss of certain rights (e.g., false 
imprisonment) by monetary compensation. 

While certain types of basic political and human rights probably only make 
sense as personal, non-tradable endowments, as we enlarge the domain of rights 
the prohiovition on trading becomes less logical and more costly to society in 
terms of foregone oportunities for mutual gains from trade.’ The point is that 
rights often impose restrictions on the gains from trade. Individuals can be 
made better off if such trades are allowed. Why are they prevented? iss ie 
because A's welfare depends strongly on what B is not allowed to do even though 
B's consumption has nothing directly to do with A? As Evans points out, 

the Moral Majority in the U.S. is a dramatic example of a group with 

Very complex utility function anteractions, who allege that their 

welfare is affected by all sorts of activities by others which have 

no discernable direct impact on them, and who argue that the 

state...should respond to their preferences with regulations to 

control such behaviour (Evans, 1982, p. 465). 

This desire to take certain things out of the market may reflect a number 
of motivations. It may be based on a belief that creating a right is the best 
way to solve the genuine market failure. It may be based on a moral principle 
that it is wrong, for example, to allow men to accept a high wage for known 
risky working conditions. Or it may be based on paternalism -- i-e-, the 
reformer claims to know what is best for those presently engaged in the 
transaction. Finally, the basis of creating rights may be in the narrow 


self-interest of the reformer, namely, that he will be able to exercise the 


discretion involved in administering and enforcing this newly created right. 
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The creation of rights takes place in political markets. Enforcement of 
rights relies on both public and private resources and the authoritative 
decision making of the impartial judiciary.8 Where a reformer can transform 
individuals' desires (wants) into widely recognized "needs" and then into a 
"right" he has greatly increased the leverage individuals have in fulfilling 
their desires. They can now call upon the coercive powers of the state to alter 
the benaviour of other individuals so as to obtain the benefits of their right. 

There is another side to it as well. Rights enshrined in law are less 
vulnerable to the vagaries of politics than simple tax, expenditure, or even 
“tax expenditure" policies. What politicians give in Program X today they can 
easily change next year. Rights are harder to change since principles are at 
stake, not mere instrumentalities. If rights) scan» be senshrinedmeeiniita 
constitution, then they are much more difficult to change or remove. If a group 
is sufficiently politically effective at one moment to persuade a government to 
create a right, they can, in a limited sense, take the issue "out of politics" 
ands then veal lvupon»thertjudiciary to enforce: sthis right. What was subject to 
annual bargaining, by its transformation into a right, becomes much less 
vulnerable to short run political "wheeling and dealing". Even if it is not in 
the constitution, the longer an ostensible right is acknowledged as a right, the 
more difficult it is to remove it. In effect, long-established custom creates a 
type of right. 

Rights created today limit future political choices. Former Prime Minister 
Trudeau was able to transform an idea (bilingualism) into a government policy 
and finally into a constitutionally-protected right. Regardless of their 
feelings about the right to bilingualism in dealing with and within the federal 
government, future prime ministers are going to find it all but impossible to 
diminish this right. Rights are a sort of "gift that keeps one giving" =iatheiz 


true impact is known only in the fullness of time as the judiciary tries to deal 


with the abstract in specific situations. 
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The effective implementation of rights requires a high degree of central 
coordination and centralized allocation of resources. Indeed, rights can only 
be created on a centralized basis, by government. The genius of competitive 
markets, however, lies in the fact that they require no such centralization. 
Rather, markets are able to function efficiently on a decentralized basis by 
means of price signals. When allocation is artificially centralized, signalling 
by individuals becomes problematical, i.e., it becomes difficult for individuals 
to express their preferences. Market trades are ruled out, so the political 
system is used to some extent to "Signal" the public's preferences in respect to 
rights. Individuals become the primary complaint generators, but zealous public 
officials may be employed to see if rights are being enforced: one thinks of the 
"language police" in Quebec who enforce Bill 101. 

Because substitutability is ruled out between rights and money (or material 
things), marginal adjustments, as people seek to "optimize on rights", appear to 
take two forms. First, actions are taken by government and the courts to limit 
the domain: of one right when it comes into conflict with other fundamental 
rights. Second, adjustments may be made in the amount of real resources devoted 
by the state to actually conferring the benefits of rights upon individuals. We 
know that while society refuses to overtly acknowledge these types of competing 
claims, individuals and groups within major institutions are making decisions 


2. wake rignts toa 


every day that give priority to some at the expense of others. 
socially acceptable minimum standard of living, for example, may be opera- 
tionally determined by the budget which in turn may be a function of the 
public's tolerance for additional taxation or inflation. But if this right was 
constitutionally protected, the process of adjustment may be constrained. 

Where rights are defined as zero--one propositions, marginal adjustment is 


impossible and in political terms, compromises are ruled out. The right to 


Jifeseat itvisrvdefineduas) an absolute, is not the right to life if abortions are 
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permitted for any reason. On the other hand, it can be argued that the right to 
own and control one's body is hollow if it does not include the right to an 
abortion by the woman's own choice. Political demands formulated as rights will 
almost always lead to sharper conflict than when they are formulated only as 
normative positions that should be embodied in public policy and programs. 

Why do we distinguish the creation of rights fon government actions to 
redistribute income or improve the efficiency of resource allocation? In 
general, government actions to redistribute income or improve efficiency are 
embodied in particular programs. These programs make use of one or more of the 
governing instruments such as taxes, direct expenditures (including both 
transfers and exhaustive expenditures), regulation, Crown corporations, tax 
expenditures, mixed enterprises, loans and guarantees, and suasion (see 
Trebilcock et al,. 1982). For example, we note tht cash transfers are made to 
the unemployed in order to redistribute income from those with work to those 
without it. Second, we note the use of regulation to reduce pollution emissions 
from automobiles and various industrial processes to reduce harmful 
externalities and thereby improve allocative efficiency. 

In general terms, each program (using the term broadly) has to compete with 
every other program for resources, both financial and political. Trade-offs are 
made among programs and within programs. There is a "market" for government 
programs even if it operates slowly, roughly and in mysterious ways. 19 In the 
case of some transfer programs there are legal criteria for eligibility. Hence 
individuals can take legal action to enforce their claims to be reciplents.o8 But 
the beneficiaries or potential beneficiaries of most forms of government action 
have no basis of legally obtaining "their share" of government Largesse.'1 Nor 
have they much opportunity to be free of the negative consequences of government 
action such as taxes or regulation. These disputes are resolved in the 
political arena where promises of new policies or changes in existing ones are 


exchanged for promises of political support (see Stanbury and Thain, 1985). 
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Rights, however, are different from government programs (broadly defined) 
in several important ways. First, rights created by government often give their 
possessor the power to use the coercive instruments of the state to enforce the 
claims they represent either on other individuals or on the state itself. If 
all adults have the right to vote in elections, then an individual who is 
prevented from voting by force by other individuals may require the state to 
come to his aid and restrain those who would prevent him from voting. 2 
everyone has a right to a minimum standard of living and that right is enshrined 
in statute, then those who believe that they fall below the standard could use 
the courts to enforce their right. Presumably a court could order a government 
department to make payments to an individual if it finds they are below the 
minimum. 

Second, if a right is enshrined in the constitution, it gains a far greater 
degree of protection than if it is merely embodied in an ordinary statute. Lt 
becomes much harder to change -- as the history of Canada makes clear. Indeed, 
constitutionally protected rights can take on the aura of “untouchability". 
This is not to say that the courts' interpretation of a constitutionally 
protected (guaranteed) right does not change over time. But such change tends 
to be slow and incremental in character. 

But even rights in ordinary statutes tend to be harder to alter than 
government actions in the form of programs. Expenditure programs face the 
annual budget cycle; many Crown corporations are highly dependent on the sale of 
their output and face competition; regulatory decisions can be appealed to the 
cabinet and/or the courts; even tax expenditures face periodic scrutiny. 

Third, rights tend to be absolutes while efforts to alter the distribution 
of income or improve efficiency are clearly matters of degree. It is easier to 
make adjustments at the margin on these matters than it is with respect to 


rights. If everyone has a right to affordable housing, and affordability is 
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defined as a household paying not more than X% of its income for rent, then 
those who are paying more than X% have a specific enforceable claim to 
sufficient financial assistance to meet the criterion. On the other hand, a 
transfer program to "help the disadvantaged meet their housing needs" can be 
funded at any level deemed appropriate by the legislature from time to time in 
lignt of competing priorities. 

The important point is this -- the more rights we create, the more 
indivisibilities we create. The more indivisibilities the harder it is to make 
small adjustments and to make trade-offs. The: creationwof taghnost poteslegaiia 
enforceable economic rights makes a society more rigid and less able to adapt to 
changes over which it has little control. In seeking to protect individuals and 
to "guarantee" them certain levels of consumption we may be constraining the 
society's capacity to generate the level of income necessary to give everyone 


the benefit of what they believe to be their rights. 
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Notes to Chapter 4 


1. 


How should we handle the problem of worker health and safety. Deh Ott 
area where real market failures exist -- and largely in the form of 
imperfect knowledge (or uncertainty) and costly and asymmetric 
information. In many instances government action can improve the 
allocation of resources by providing costly information to employers and 
employees. However, if the issue is seen in terms of an individual's right 
to work in a “safe" environment, provision of information is held to be 
insufficient. Certain working conditions are to be absolutely prohibited 
even if all the actors are perfectly well-informed of the risks and 


compensated for them. The right to safety prevents a voluntary and 
well-informed exchange in work places that fail to meet conditions 
established in legislation. Certain gains from trade are prohibited. 


Precisely because of the reformer's distaste for markets, even in the 
absence of information failures, the creation of a right removes some 
transactions from the market in the name of creating a benefit for those 
involved. 


Recently, some individuals have argued strongly that animals have rights; 
hence certain types of experiments should not be conducted upon them by 
human beings. 


It is important to appreciate that the Declaration, not surprisingly given 

its momentous connotations, advanced the right to overthrow a despotic 

government: "whenever any form of Government becomes destructive of these 

ends’ (lite,. "iherty -etcr itis “the Kirgnt™ of “the People to-alter “or to 
Ww 


abolish it, and to institute new Government...'. There is no similar 
provision in the Canadian Charter of Rights and Freedoms. 


In Canada, in contrast to the United States, the doctrine of parliamentary 
Supremacy prevails so that the rights defined in the new constitution 
(ive. ) “thee Constitution Act, 982) Ware. pretaced “in, “section 1 by the 
Statement that the rights and freedoms set out in it are "subject only to 
Such reasonable limits prescribed by law as can be demonstrably justified 
in a free and democratic society". In other words individuals’ rights are 
hedged at the outset. The Canadian constitution begins with a 
qualification. The contrast with the American Constitution could hardly be 
greater. It begins with a ringing declaration of the rights of individuals 
and then goes about protecting those rights from possible threats by the 
democratically elected legislature which may reflect some transient 
majority's desire to tamper with or even try to remove such rights. 


The directness and simplicity of the rights set out in the amendments to 
the U.S. Constitution are obvious. Article I, for example, states that 
"Congress shall make no law respecting an establishment of religion, or 
prohibiting the free exercise thereof; or abridging the freedom of speech, 
or of the press; or the right of the people to peaceably assemble, and to 
petition the Government for a redress of grievances." Similarly, Article 
XIV provides that "nor shall any State deprive any person of life, liberty, 
or property without due process of law." 


Christie McLaren, "Churches back Haida in forestry feud", Globe and Mail, 
November 27, 1985, pp- Al, A2.- > 


Ibid. 


Suppose universal, free (or even heavily subsidized) day care achieves the 
status of a right that can only be exercized "in person" i.e., by parents. 
Then childless couples and single adults cannot benefit from this right. 
Yet they will be taxed to make the right a reality. In effect, a 
particular type of consumption good is being subsidized in kind only for 
those that fall into the category of parents. If the right was formulated 
as a minimum standard of living (consumption opportunities) adjusted for 
the number of children and the labour force participation of parents, both 
childless couples and those with children could exchange the direct cash 
transfers flowing from the right for the goods and services they value 
mOSt. Some couples with children may buy day care services; others may 
decide to ask grandma to live in and help out. Some couples may decide to 
arrange for one to work while the other stays home with the children. In 
making the right consumption-specific, both individual and total welfare 
may be reduced. 


It is interesting that the nation most celebrated for its popular democracy 
born of revolution should look to the courts to protect the srignts of 
individuals on a continuing bases than to the legislature. The .courts, 
however are to interpret the Constitution (although some accuse them of 
overtly creating new law) which is designed to be a "very stable platform" 
almost beyond the reach of the legislature. The Constitution cansonly be 


amended by a lengthy process which, in effect, requires a “super 
majority". One has only to recall the most recent effort to amend the 
Constitution: the equal rights amendment. An amendment to the U.S. 


Constitution requires the support of three-quarters of the state 
legislatures and a two-thirds vote of both the House and the Senate. 
Dworkin (1977, p. 133) explains this point as follows: 


The Constitution, and particularly the Bill of Rights, is 
designed to protect individual citizens and groups against 
certain decisions that a majority of citizens might want 
to make, even when that majority acts in what it takes to 
be the general or common interest...This interference with 
democratic practice requires a justification. The 
draftsmen of the Constitution assumed that these 
restraints could be justified by appeal to moral rights 
which individuals possess against the majority, and which 
the constitutional provisions, 'vague' and precise, might 
be said to recognize and protect. 


While public institutions routinely handle implicit tradeoffs between 
various types of "statistical deaths" (e.g., expenditures on nuclear safety 
versus highway safety), they have real difficulty -- as we all do -- when 
faced with specific cases where the consequences are immediate. These have 


been called “tragic choices". Therefore, millions may be spent on a 
search and rescue mission to save a family in a small boat precisely 
because the prospects of death are not abstract or impersonal. The 


pictures of the family are on the television news. The search will go on 


until they are found or can almost certainly be presumed to be lost by the 
passage of time. 


10. 


11. 


See the discussion of markets for regulatory programs in Trebilcock et al. 
(1978). 


For example, there is no legal redress for the citizens of Toronto against 
either the federal or provincial government if funds are not provided for a 


new domed stadium that was the subject of much discussion in the summer of 
1984. 
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